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Preface 

The  Department  of  Agriculture  first  publislied  a  bul- 
letin on  cooperatives  and  the  law  in  October  1922.  It  was 
revised  extensively  in  October  1929,  in  May  1942,  and 
in  January  1958. 

The  Department  is  publishing  this  fourth  complete 
revision  of  Legal  Phases  of  Farmer  Cooperatives  (FCS 
Bulletin  10)  in  parts.  The  first  part,  Sample  Legal  Docu- 
ments, appeared  in  May  1970.  This  part  covers  Federal 
income  taxes  and  another  part  relates  to  antitrust  laws. 

These  three  parts,  along  with  up-to-date  treatment  of 
other  legal  aspects  of  the  organization  and  operation  of 
cooperatives,  will  be  put  together  later  as  a  wholly  new 
Legal  Phases  of  Farmer  Cooperatives. 

This  part,  Federal  Income  Taxes,  revises  and  updates 
the  Federal  income  tax  material  in  the  1958  edition  in 
the  light  of  recent  legislation  as  well  as  numerous  court 
decisions  and  revenue  rulings. 

It  is  the  work  of  D.  Morrison  Neely,  Office  of  General 
Counsel. 

Although  this  part  of  the  revision  is  published  by 
Farmer  Cooperative  Service,  it  should  be  regarded  as 
representing  the  conclusions,  opinions,  and  findings  of 
the  author  and  the  reviser  and  not  necessarily  the  official 
views  of  the  Farmer  Cooperative  Service  or  the  U.S. 
Department  of  Agriculture. 
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Legal  Phases  of 
Farmer  Cooperatives^ 

^»aft  II -^FEDERAL  INCOME  TAXES  ,j^ 

The  Federal  income  tax  laws  relating  to  the  tax  treatment 
of  cooperatives  and  their  patrons  were  substantially  revised  in 
1962^  and  again  in  1966.^  These  revisions  were  designed  to 
assure  that  amounts  received  by  cooperatives  in  the  course  of 
their  business  activities  with  their  patrons  are  included  in  com- 
puting the  income  tax  of  either  the  cooperative  or  the  patron, 
thus  subjecting  these  amounts  to  a  current  single  tax. 

Legislation  in  1951  had  attempted  a  "current  single  tax," 
but  no  specific  statutory  provisions  on  patrons'  tax  treatment 
were  included.  The  taxation  of  cooperatives  and  their  patrons 
under  existing  law,  discussed  in  more  detail  in  subsequent 
sections,  can  best  be  understood  in  the  context  of  their  past 
economic  and  income  tax  status. 

Nine  times,  following  the  adoption  of  the  16th  (income  tax) 
amendment  to  the  Constitution  of  the  United  States,  the  Con- 
gress has  enacted  tax  legislation  dealing  specifically  with  farmer 
cooperatives.  In  each  instance  the  distinct  character  of  the 
cooperative  form  of  doing  business  has  been  recognized.  The 
Congress  also  has  clearly  manifested  a  desire  to  foster  these 
mutual,  self-help  institutions  of  farmers. 

In  1969  Congress  again  considered  changes  in  the  tax  laws 
affecting  cooperatives.  It  adopted  the  ninth  enactment  relating 
to  farmer  cooperatives — an  amendment  clarifying  certain  ques- 

^See  section  17  of  the  Revenue  Act  of  1962  (Pub.  L.  87-834.  76  Stat. 
1045  1,  which  added  subchapter  T  f  sections  1381-3,  1385  and  1388)  to  the 
Internal  Revenue  Code  of  1954.  Unless  otherwise  stated,  all  citations  herein 
are  to  the  Internal  Revenue  Code  of  1954,  as  amended.  The  corresponding 
citation  to  Title  26  of  the  United  States  Code  will  be  omitted. 

2  See  section  211,  Foreign  Investors  Tax  Act  of  1966  (Pub.  L.  89-809, 
approved  November  13,  1966.  80  Stat.  1580),  amending  subchapter  T  and 
section  6044  of  the  Internal  Revenue  Code  relating  to  infomiation  report- 
ing. In  1969  a  "technical  amendment"  was  added,  see  footnote  3,  injra. 


tions  relating  to  pooling  arrangements.^  But,  at  the  same  time, 
it  rejected  a  proposal  that  would  have  upset  the  financial  and 
operating  practices  of  cooperatives  and  their  patrons  without 
providing  additional  tax  revenue.^ 

The  rejected  proposal  would  not  have  changed  basic  taxing 
patterns.  In  summary,  it  called  for  a  gradual  increase  from  the 
present  20  percent  to  50  percent  phased  in  over  a  10-year 
period  (5  percent  a  year)  in  the  amount  of  patronage  refunds 
that  must  be  paid  in  cash  to  qualify  as  current  income  tax 
deductions  by  cooperatives;  the  balance  to  be  paid  within  15 
years. 

The  Senate  Finance  Committee  deleted  the  provision  from 
its  version  of  the  Tax  Reform  Act  and  directed  its  staff  to 
undertake  a  study  of  problems  in  the  taxation  of  cooperatives.^ 

The  Conference  Committee  omitted  the  provision  and  the 
Tax  Reform  Act  of  1 969  became  law  without  it. 

In  a  related  move,  the  Conference  Committee  also  requested 
the  Treasury  Department  and  congressional  staffs  to  study 
problems  in  the  tax  treatment  of  cooperatives  and  report  by 
January  1,  1972.' 

Over  the  years  there  has  grown  an  extensive  body  of  case 
law,  regulations,  and  rulings  on  the  taxation  of  cooperatives 
and  their  patrons.  No  single  facet  of  cooperative  functioning 
has  received  as  much  attention  or  in-depth  analysis.  Numerous 
writers  have  dealt  with  the  subject."^  It  is  an  ever  changing 
picture.  And  developments  continue.^ 

^  Tax  Reform  Act  of  1969,  section  911,  Pub.  L.  91-172,  approved  Decem- 
ber 30,  1969.  See  page  84  for  further  discussion  of  the  amendment. 

^Section  531,  Tax  Reform  Act  of  1969,  H.R.  13270,  as  passed  by  the 
House  of  Representatives  on  August  7,  1969.  See  H.R.  Rep.  91^13  (pt. 
1),  91st  Cong.,  1st  sess.  167-9  (1969),  House  Comm.  on  Ways  and 
Means,  to  Accompany  H.R.  13270,  and  H.R.  Rep.  91-413  (pt.  2),  91st 
Cong.,  1st  sess.  121-2  (1969),  Supplemental  Report  of  House  Comm.  on 
Ways  and  Means. 

^S.  Rep.  No.  91-552,  91st  Cong.,  1st  sess.  308-9  (1969),  Senate  Comm. 
on  Finance,  to  Accompany  H.R.  13270. 

^H.R.Rep.No.  91-782,  91st  Cong.,  1st  sess.  322-323  (1969),  Conference 
Report  to  Accompany  H.  R.  13270.  See  footnote  125  infra. 

^  See  list  of  published  material  on  page  94.  The  listing,  by  no  means 
exhaustive,  is  presented  by  date  of  publication.  Treatment  ranges  from  a 
consideration  of  broad  policy  and  constitutional  questions  to  analysis  of  old 
as  well  as  current  law,  rulings  and  regulations  designed  to  provide  detailed 
guidelines  for  cooperatives  and  their  advisors.  No  attempt  is  made  to 
catalogue  the  material ;  the  reader  being  left  a  choice  based  on  author,  title, 
and  publication  date. 

^  See  footnotes  5  and  6,  supra. 


A  number  of  questions  are  now  pending  in  the  courts,  and  at 
the  time  this  material  ^vas  prepared,  the  Internal  Revenue  Serv- 
ice^ was  considering  regulations  under  the  1966  amend- 
ments to  the  law  as  well  as  the  issuance  of  additional  revenue 
rulings  and  revenue  procedures  intended  to  clarify  several 
matters  of  interpretation  under  the  statiUes  and  regulations/*^ 


Distinctive  Characteristics 
of  Cooperatives 

The  tax  laws  have  always  recognized  the  distinctive  charac- 
teristics of  the  cooperative  form  of  doing  business. 

Farmers  join  together  in  cooperatives  to  market  their  prod- 
ucts and  to  purchase  their  farm  supplies  and  farm  business 
services.  They  do  this  to  get  a  better  price  for  their  product,  to 
serve  themselves  at  cost,  and  thereby  increase  their  farm  income 
— not,  as  we  shall  see,  to  obtain  a  tax  advantage  unavailable 
to  others. 

Farmers  look  upon  their  cooperatives  as  extensions  of  their 
own  farming  operations — as  the  marketing  and  purchasing 
departments  of  their  own  farms. 

Although  not  organized  for  profit,  a  farmer  cooperative  is 
organized  for  the  financial  benefit  of  its  members.  It  differs, 
though,  from  other  commercial  enterprises  because  in  a 
cooperative  the  financial  benefits  flo^v  to  the  patrons  on  the 
basis  of  their  patronage.  In  other  businesses  these  benefits  go 
to  the  owners,  ^vho  mav  or  may  not  be  patrons  of  the  business, 
not  on  the  basis  of  patronage  but  according  to  their  investment 
in  the  enterprise. 

Cooperatives  differ  from  other  business  organizations  in  at 
least  four  important  ways: 

1.  Member  Ownership  and  Control.  It  is  the  first  basic 
principle  of  a  farmer  cooperative  that  ownership  and  control 
be  in  the  hands  of  the  farmers  ^vho  use  its  services — for  market- 
ing or  for  obtaining  supplies  or  services.  Control  is  exercised 

^  The  Internal  Revenue  Service  is  the  part  of  the  Treasur\'  Department 
charged  with  the  duty  of  collecting  Federal  taxes.  Prior  to  1953,  it  was 
known  as  the  "Bureau  of  Internal  Revenue."  All  "Internal  Revenue"  rulings 
will  be  cited  herein  as  those  of  the  "Service,"  although  made  when  the  name 
was  "Bureau." 

^^  Harmanson,  Jr.,  The  Cooperative  Tax  Picture,  Cooperative  Accoun- 
tant, Winter  1968.  4;  and  Mr.  Harmanson's  report  to  the  annual  meeting 
of  the  National  Council  of  Farmer  Cooperatives,  Holl)'wood,  Fla.,  Jan- 
uary 1970. 
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by  the  owners  as  member -patrons  rather  than  as  investors. 
No  other  form  of  business  has  a  comparable  patron-owner 
relationship. 

2.  Nonprofit  Organizations.  Operations  of  a  cooperative 
are  conducted  on  a  cost  basis.  Amounts  realized  from  the 
operation  of  the  business  over  and  above  expenses  belong  to  the 
farmers  who  patronize  the  cooperative. 

Since  costs  cannot  be  estimated  accurately  in  advance,  patrons 
of  a  cooperative  usually  pay  the  "going  or  competitive  price" 
for  goods  or  services  purchased  through  the  cooperative;  and 
generally  receive  an  advance  for  products  marketed  by  their 
cooperative  less  than  the  actual  value  of  the  product.  Adjust- 
ments are  made  at  the  end  of  the  year  when  costs  are  known  and 
the  amount  of  any  necessary  adjustment  is  then  returned  to 
member-patrons  as  patronage  refunds. 

The  cooperative  thus  operates  at  cost  and  not  to  make  a  profit 
for  nonpatron  investors. 

3.  Returns  on  Capital  Limited.  Members  of  a  coopera- 
tive are  primarily  interested  in  the  advantage  they  derive  as 
patrons  of  the  organization. 

Since  benefits  in  a  cooperative  are  distributed  to  patrons  on 
the  basis  of  their  use  of  its  services,  such  benefits  do  not 
enhance  the  value  of  shares  of  stock  or  provide  a  return  on 
invested  capital. 

Hence,  members  of  a  cooperative  must  provide  most  of  its 
capital  either  by  direct  subscription  or  by  investment  of  their 
patronage  allocations.  The  incentives  which  cause  persons  to 
invest  in  corporate  stocks  are  not  present  in  the  case  of  coopera- 
tive stock.  For  this  reason  the  capital  of  a  cooperative  can,  for 
the  most  part,  come  only  from  its  member-patrons. 

4.  Obligation  to  Finance.  While  the  obligation  on  the  part 
of  members  to  finance  has  not  been  listed  first,  it  is  of  prime 
importance  to  a  cooperative  and  its  members.  A  cooperative, 
it  must  be  remembered,  is  organized  for  the  benefit  of  its  mem- 
bers as  patrons  and  not  as  investors.  These  member-patrons 
are,  therefore,  the  persons  primarily  interested  in  the  success 
of  the  enterprise  and  they  assume  the  basic  responsibility  of 
providing  capital  for  their  cooperative  as  they  use  its  services. 

Although  differing  in  many  ways  from  other  corporations, 
farmer  cooperatives  are  an  integral  part  of  our  private  enter- 
prise system.  They  provide  the  means  whereby  the  individual 
farmer  can  join  with  his  neighbor  to  gain  the  advantage  of 
volume  and  the  market  strength  necessary  to  compete  in  our 
business  economy.  Whether  farmers  operate  their  cooperative 
to   market   milk,    cotton,    grain,    livestock,    vegetables,    citrus 


fruits,  or  some  other  commodity;  or  to  purchase  fertilizer, 
seed,  insecticides,  or  other  farm  supplies  or  services,  they  are 
operating  in  the  best  tradition  of  the  American  economy. 

Historical  Background 

The  Revenue  Act  of  1913,  the  first  tax  measure  enacted  after 
the  16th  amendment,  did  not  specifically  mention  cooperatives. 
It  did,  though,  exempt  certain  tvpes  of  nonprofit  concerns, 
including  "agricultural  and  horticultural  organizations."^^ 

The  Treasury  Department  at  first  construed  this  language  to 
include,  as  exempt,  cooperative  dairies  without  capital  stock 
making  'patrons  dividends  based  on  the  percentage  of  butter 
fat  in  milk  furnished"  the  cooperative.^-  This  rtding  was 
replaced  within  a  few  months  bv  one  holding  that  cooperative 
dairies,  whether  issuing  capital  stock  or  not,  were  required 
to  file  returns  of  annual  net  income  tmder  the  Act  since  they 
did  not  "appear  to  fall  within"  any  of  the  exempted  classes. 
In  their  returns  they  were  allowed  to  include  in  their  deduc- 
tions from  gross  income  the  amount  "actuallv  paid"  to  mem- 
bers and  patrons  for  milk,  but  anv  amount  retained  at  the  end 
of  the  year  over  and  abo\"e  expenditures  was  returnable  as 
net  income  and  taxable. ^^  Insofar  as  applicable,  this  same  rul- 
ing was  also  applied  to  mutual  or  cooperati\e  telephone  com- 
panies, farmers'  insurance  companies,  and  like  organizations. 

An  extremely  narrow  exemption  for  agency  marketing 
cooperatives  which  dealt  onlv  with  members  was  included  in 
the  1916  Act.^^  Five  years  later,  in  the  1921  Act,  these  pro- 
visions were  broadened  to  include  farmer  cooperatives  acting 
as  purchasing  agents  for  members. ^^ 

The  bare  language  of  this  statute  required  substantial  inter- 
pretative regulations  to  accommodate  the  increasingly  complex 
structures  of  farmer  cooperatives  as  thev  were  being  organized 
and  operated  in  the  early  1920's.  Thus,  in  regulations  published 
in  1921,  the  issuance  to  farmer-producers  of  capital  stock  hav- 
ing limited  dividend  rights  was  authorized.  In   1922,  regula- 

1^38  Stat.  166,  172. 

12T.D.  1944,  16  Treas.  Dec.  Int.  Rev.  27,  62  (1914). 

13  T.D.  1996,  16  Treas.  Dec.  Int.  Rev.  100  (1914). 

1'*  39  Stat.  756,  767.  Sec.  11,  Eleventh,  exempted  "Farmers',  truit  growei-s  , 
or  like  associations,  organized  and  operated  as  a  sales  agent  for  the  purpose 
of  marketing  the  products  of  its  members"  and  turning  back  to  them,  on  a 
patronage  basis,  the  proceeds  less  selling  expenses. 

1H2  Stat.  227,  253. 


tions  under  the  1921  Act  authorized  the  accumulation  o£ 
reasonable  reserves.  The  term  "producer"  rather  than  "mem- 
ber" appeared  in  regulations  under  the  1924  Act,  clearing  the 
way  for  limited  dealings  with  nonmembers. 

These  practices  authorized  by  the  Treasury  Department  all 
found  their  way  into  the  Revenue  Act  of  1926.^^  In  1934,^^  the 
statute  was  amended  permitting  business  done  with  the  United 
States  to  be  disregarded  in  determining  the  right  to  exemption. 

The  next  17  years  brought  no  further  changes  in  the  1926 
law  until  the  Congress  enacted  section  314  of  the  Revenue  Act 
of  1951.^« 

Section  314  repealed  none  of  the  existing  law,  but  it  added 
new  tax  treatment  for  associations  qualifying  under  the  pro- 
visions that  had  heretofore  conferred  complete  exemption. ^^ 
In  other  words,  compliance  with  the  "exemption"  provisions 
of  the  statute  for  taxable  years  beginning  after  December  31, 
1951,  no  longer  gave  exemption.  It  merely  authorized  a  quali- 
fying association  to  make  certain  deductions  and  other  adjust- 
ments in  the  computation  of  its  statutory  net  income  under  the 
Internal  Revenue  Code.  Like  nonexempt  cooperatives,  such 
complying  associations,  now  erroneously  labeled  "exempt," 
were  also  authorized  to  exclude  from  gross  income  patronage 
refunds  which  they  were  under  a  prior  mandatory  obligation 
to  make  to  their  patrons.^^ 

The  complete  revision  of  the  Internal  Revenue  Code  in 
1954  made  no  substantive  changes  in  the  law  as  it  stood  after 
the  1951  Act  became  effective,  but  new  section  numbers  were 
assigned.  Section  101  (12)  (A)    of  the  1939  Code  became  sec- 


1^44  Stat.  9,  40.  Sec.  231  (12)  of  this  Act,  in  summary,  provided  that  a 
cooperative  might  act  as  principal  as  well  as  agent  and  thus  take  title  to 
goods  marketed  and  purchased;  that  it  might  accumulate  reasonable 
reserves;  that  it  might  issue  voting  stock  to  producers  with  limited  dividend 
rights  and  that  it  might  carry  on  as  much  as  50  percent  of  its  business  with 
nonmembers,  so  long  as  purchasing  business  for  nonmember  nonproducers 
is  limited  to  15  percent. 

17  48  Stat.  680,  701. 

18  65  Stat.  452,  491. 

1^  It  is  clear  that  Congress  had  the  right  to  exempt  agricultural  coopera- 
tives from  the  payment  of  Federal  income  taxes.  Flint  v.  Stone  Tracy  Co., 
220  U.S.  107  (1911) ;  Brushaher  v.  Union  Pacific  Railroad  Co.,  240  U.S.  1 
(1916),  L.R.A.  1917  D  414,  Ann.  Cas.  1917  B  713;  Stanton  v.  Baltic  Mining 
Co.,  240  U.S.  103  ( 1916) .  The  special  or  different  treatment  under  the  1951 
law  is  not  unusual  and  likewise  is  legal.  The  Internal  Revenue  Code  is 
replete  with  differing  rules  on  differing  groups,  classes  or  types  of  taxpayers. 
Silverstein,  Special  Situations  under  the  Federal  Income  Tax  Law,  Mimeo. 
by  National  Council  of  Farmer  Cooperatives,  1955,  29  pp. 

2^  See  "Taxation  of  Nonexempt  Cooperatives,"  infra,  page  10. 


tion  521   of  the   1954  Code,  and  section    101  (\2)  (Bj    of  the 
1939  Code  became  section  522  of  the  1954  Code. 

The  statutory  provisions  relating  to  farmers'  marketing  and 
farm  supply  associations  as  thev  appeared  following  the  1954 
revision  of  the  Internal  Re\enue  Code  were  as  follows:  ^^ 

SEC.  521.  EXEMPTION   OF  FARMERS'  COOPERA- 
TIVES FROM  TAX. 

(a)  Exemption  From  Tax. — A  farmers'  cooperative 
organization  described  in  subsection  (b)  (1)  shall  be 
exempt  from  taxation  under  this  subtitle  except  as  other- 
wise provided  in  section  522.  Notwithstanding  section  522, 
such  an  organization  shall  be  considered  an  organization 
exempt  from  income  taxes  for  purposes  of  any  law  \vhich 
refers  to  organizations  exempt  from  income  taxes. 

(b)  Applicable  Rules. — 

(1)  Exempt  farmers'  cooperatives. — The  farm- 
ers' cooperatives  exempt  from  taxation  to  the  extent 
provided  in  subsection  (a.)  are  farmers',  fruit  growers', 
or  like  associations  organized  and  operated  on  a  coopera- 
tive basis  (A)  for  the  purpose  of  marketing  the  pro- 
ducts of  members  or  other  producers,  and  turning  back 
to  them  the  proceeds  of  sales,  less  the  necessary  market- 
ing expenses,  on  the  basis  of  either  the  quantity  or  the 
value  of  the  products  furnished  bv  them,  or  (Bj  for 
the  purpose  of  purchasing  supplies  and  equipment  for 
the  use  of  members  or  other  persons,  and  turning  over 
such  supplies  and  ecpiipment  to  them  at  actual  cost, 
plus  necessary  expenses. 

(2)  Organizations  having  capital  stock. — Exemp- 
tion shall  not  be  denied  anv  such  association  because  it 
has  capital  stock,  if  the  di\idend  rate  of  such  stock  is 
fixed  at  not  to  exceed  the  legal  rate  of  interest  in  the 
State  of  incorporation  or  8  percent  per  annum,  which- 
ever is  greater,  on  the  \'alue  of  the  consideration  for 
which  the  stock  ^vas  issued,  and  if  substantiallv  all  such 
stock  (other  than  nonvoting  preferred  stock,  the  owners 
of  which  are  not  entitled  or  permitted  to  participate, 
directlv  or  indirectly,  in  the  profits  of  the  association, 
upon  dissolution  or  otherwise,  beyond  the  fixed  divi- 
dends; is  owned  bv  producers  who  market  their  pro- 
ducts or  purchase  their  supplies  and  ecjuipment  through 
the  association. 


21  68A  Stat.  176-8.  26  U.S.C.  521-522. 


(3)  Organizations  maintaining  reserve. — Exemp- 
tion shall  not  be  denied  any  such  association  because 
there  is  accumulated  and  maintained  by  it  a  reserve 
required  by  State  law  or  a  reasonable  reserve  for  any 
necessary  purpose. 

(4)  Transactions  with  nonmembers. — Exemp- 
tion shall  not  be  denied  any  such  association  which  mar- 
kets the  products  of  nonmembers  in  an  amount  the 
value  of  which  does  not  exceed  the  value  of  the  pro- 
ducts marketed  for  members,  or  which  purchases  sup- 
plies and  equipment  for  nonmembers  in  an  amount 
the  value  of  which  does  not  exceed  the  value  of  the 
supplies  and  equipment  purchased  for  members,  pro- 
vided the  value  of  the  purchases  made  for  persons  who 
are  neither  members  nor  producers  does  not  exceed 
15  percent  of  the  value  of  all  its  purchases. 

(5)  Business  for  the  United  States. — Business 
done  for  the  United  States  or  any  of  its  agencies  shall 
be  disregarded  in  determining  the  right  to  exemption 
under  this  section. 

SEC.  522.  TAX  ON  FARMERS'  COOPERATIVES. 

(a)  Imposition  of  Tax. — An  organization  exempt 
from  taxation  under  section  521  shall  be  subject  to  the 
taxes  imposed  by  section  11  or  section  1201. 

(b)  Computation  of  Taxable  Income. — 

(1)  General  rule. — In  computing  the  taxable  in- 
come of  such  an  organization  there  shall  be  allowed  as 
deductions  from  gross  income  (in  addition  to  other 
deductions  allowable  under  this  chapter)  — 

(A)  amounts  paid  as  dividends  during  the  taxable 
year  on  its  capital  stock,  and 

(B)  amounts  allocated  during  the  taxable  year  to 
patrons  with  respect  to  its  income  not  derived  from 
patronage  (whether  or  not  such  income  was  derived  dur- 
ing such  taxable  year)  whether  paid  in  cash,  merchan- 
dise, capital  stock,  revolving  fund  certificates,  retain 
certificates,  certificates  of  indebtedness,  letters  of  advice, 
or  in  some  other  manner  that  discloses  to  each  patron  the 
dollar  amount  allocated  to  him.  Allocations  made  after 
the  close  of  the  taxable  year  and  on  or  before  the  15th 
day  of  the  9th  month  following  the  close  of  such  year 
shall  be  considered  as  made  on  the  last  day  of  such  tax- 
able year  to  the  extent  the  allocations  are  attributable  to 
income  derived  before  the  close  of  such  year. 


(2)  Patronage  dividends,  etc. — Patronage  dividends, 
refunds,  and  rebates  to  patrons  with  respect  to  their 
patronage  in  the  same  or  preceding  years  (whether  paid 
in  cash,  merchandise,  capital  stock,  revolving  fund  certifi- 
cates, retain  certificates,  certificates  of  indebtedness,  let- 
ters of  advice,  or  in  some  other  manner  that  discloses  to 
each  patron  the  dollar  amount  of  such  dividend,  refund, 
or  rebate)  shall  be  taken  into  account  in  computing  tax- 
able income  in  the  same  manner  as  in  the  case  of  a  cooper- 
tive  organization  not  exempt  under  section  521.  Such 
dividends,  refimds,  and  rebates  made  after  the  close  of  the 
taxable  year  and  on  or  before  the  15th  day  of  the  9th 
month  following  the  close  of  such  year  shall  be  considered 
as  made  on  the  last  day  of  such  taxable  year  to  the  extent 
the  dividends,  refunds,  or  rebates,  are  attribiUable  to 
patronage  occurring  before  the  close  of  such  year. 

The  complete  text  of  the  above  quoted  sections  (though 
the  Revenue  Act  of  1962  repealed  section  522^^  and  made  only 
minor  technical  changes  in  section  521)  provides  essential 
background  material  for  a  clear  tmderstanding  of  the  current 
tax  treatment  of  cooperati\es  and  their  patrons. 


Taxation  of  ''Exempt''  Cooperatives 
Under  1951  Act 

As  previously  stated,  compliance  with  the  various  require- 
ments of  section  521  no  longer  gave  exemption  from  income 
tax.  It  authorized  a  qualifying  association  to  apply  section  522 
of  the  Internal  Revenue  Code  of  1954  in  computing  taxable 
net  income. 

Under  section  522,  taxable  net  income  of  even  a  qualifying 
cooperative  was  subject  to  normal,  surtax,  and  capital  gains 
taxes  imposed  on  corporations  generally.  In  compiuing  taxable 
income  a  cooperative  qualifying  under  section  521  could  take 
the  usual  corporate  business  expense  deductions  and  two  other 


^^  Although  repealed,  section  522  continues  to  apply  with  respect  to 
patronage  refunds  made  before  December  31,  1962  (or  after  this  date  with 
respect  to  patronage  occurring  during  taxable  years  beginning  before  Jan- 
uar\'  1,  1963.  and  also  with  respect  to  redemptions  or  cash  retirements  of 
patronage  refunds  after  that  date  if  the  noncash  refunds  were  actually  made 
with  respect  to  an  earlier  year).  Sec.  17(c)  of  Pub.  L.  87-834.  76  Stat.  1051. 
-\lso  compare  the  repealed  section  522  with  the  current  section  1382(c)  of 
the  Code  authorizinsj  essentially  the  same  deductions. 


deductions;  namely:  (1)  Amounts  paid  during  the  taxable 
year  as  dividends  on  capital  stock  ^^  and  (2)  amounts  paid  to 
patrons,  or  allocated  and  disclosed  to  each  patron,  with  respect 
to  revenues  not  derived  from  patronage.  The  amounts  covered 
by  the  second  deduction  included,  for  example,  rents  received, 
investment  revenues,  gain  on  the  sale  of  depreciable  property 
and  capital  assets,  and  amounts  from  business  done  with  the 
U.S.  Government. 

Section  522  also  stated  that  patronage  "dividends,  refunds, 
and  rebates  to  patrons"  with  respect  to  their  patronage  in  the 
same  or  preceding  years,  and  ^vhether  paid  in  cash  or  several 
noncash  forms  "shall  be  taken  into  account  in  computing  tax- 
able income  in  the  same  manner  as  in  the  case  of  a  cooperative 
organization  not  exempt  under  section  521."  Congress  thereby 
expressly  recognized  that  farmer  cooperatives  could  exclude 
true  patronage  refunds  from  gross  revenues  in  computing  their 
Federal  income  tax.^"^ 

A  true  patronage  refund  is  a  distribution  by  a  cooperative 
of  the  margin  over  expenses  which  it  is  under  a  prior  manda- 
tory obligation  to  make  to  its  patrons.  This  will  be  discussed 
in  more  detail  in  a  subsequent  section. 

Such  patronage  refunds  could  be  excluded  by  a  cooperative 
qualifying  under  section  521  if  the  allocation  were  made  on  or 
before  the  15th  day  of  the  ninth  month  following  the  close  of 
the  taxable  year  in  which  the  amounts  allocated  were  received 
by  the  cooperative.  The  regulations  made  it  clear  that  the  prior 
mandatory  obligation,  referred  to  above,  must  exist.  This  obli- 
gation could  be  in  the  State  law,  the  cooperative's  organization 
papers,  marketing  agreements,  or  other  valid  contractual  form.^^ 

Taxation  of  Nonexempt  Cooperatives 

During  the  congressional  hearings  on  the  tax  treatment  of 
cooperatives  in   1951   the  Treasury  Department  submitted  a 

2^  Defined  in  the  regulations  as  including  "common  stock  (whether  voting 
or  nonvoting),  preferred  stock,  or  any  other  form  of  capital  represented  by 
capital  retain  certificates,  revolving  fund  certificates,  letters  of  advice,  or 
other  evidences  of  a  proprietary  interest  in  a  cooperative  association."  26 
C.F.R.  39.101(12)-3(d). 

2^  The  quoted  language  from  section  522  has  been  described  as  the  first 
legislative  recognition  of  the  longstanding  administratively  allowed  and 
court  approved  right  of  cooperatives,  whether  exempt  or  not,  to  exclude 
from  taxable  income  patronage  allocations  made  pursuant  to  a  preexisting 
legal  obligation.  See,  e.g.,  Logan,  Federal  Income  Taxation  of  Farmers'  and 
Other  Cooperatives,  44  Texas  L.  Rev.  250,  at  286  (1965). 

25  26  C.F.R.  39.101  (12)-4(a). 
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memorandum  on  its  position  with  respect  to  the  exclusion  at 
the  corporate  level  of  patronage  refunds  from  taxable  income. 
The  memorandums^  is  quoted  in  full,  not  just  for  historical 
value,  but  for  the  reason  that  the  rules  discussed  still  apply  in 
cases  where  subchapter  T  treatment  is  inapplicable. 

For  example,  subchapter  T,  insofar  as  it  affects  the  tax  treat- 
ment of  cooperatives  and  their  patrons,  does  not  apply  to  either 
(a)  mutual  ditch  or  irrigation  companies,  or  electric  or  tele- 
phone cooperatives  exempt  under  section  501  (c)  (12)  ,  or  (b) 
presently  taxable  cooperati\es  which  are  engaged  in  furnishing 
electric  energy,  or  providing  telephone  service,  to  persons  in 
rural  areas. ^^  Electric  and  telephone  cooperatives  and  their 
patrons  are  still  governed  by  the  previously  applicable  law.^^ 

The  Treasury  Department's  memorandum  is  as  follows: 

A  taxable  cooperative  is  a  cooperative  other  than  a  farm 
cooperative  specifically  exempt  from  income  tax  under 
section  101  (12)  of  the  Internal  Revenue  Code.  It  is  sub- 
ject to  the  corporate  tax.  However,  if  a  cooperative  has 
agreed  at  the  time  of  any  sale  to  or  purchase  from  its 
patrons  to  allocate  or  return  to  them  any  net  proceeds  of 
the  current  year  in  proportion  to  patronage,  it  can  com- 
pute its  tax  only  on  the  amount  of  its  net  proceeds  which 
have  not  been  so  allocated  or  returned  as  "patronage 
dividends."  It  should  be  noted  that,  if  only  members  of 
the  cooperative  may  recei\e  patronage  dividends,  the 
cooperative  may  not  omit  from  gross  income  the  portion 
of  any  distributions  to  members  ^vhich  represents  profits 
from  dealings  ^vith  nonmembers. 

This  treatment  of  patronage  di\idends  has  been  a  long- 
established  practice  of  the  Bureau  of  Internal  Revenue. 
Such  treatment,  at  the  time  of  its  adoption,  was  based  on 
the  theory  that  amounts  allocated  or  returned  as  patronage 
dividends  represented  a  reduction  in  cost  to  the  patron  of 
goods  purchased  by  him  through  the  cooperative  or  an 
additional  consideration  due  the  patron  for  goods  sold  by 
him  through  the  cooperative. 

One  of  the  earliest  Bureau  rulings  on  the  matter  was 
under  the  Revenue  Act  of  1913.  That  act  exempted  from 
the  income  tax  mutual  savings  banks  not  having  any  capi- 


2^  Hearings  Before  House  Committee  on  Ways  and  Means,  82d  Cong., 
1st  sess.,  on  Revenue  Revision  of  1951   (pt.  3 ) ,  pp.  2858-2859   (1951  ^ 

27  Section  138Ha)(2)(A)  and  (C),  Internal  Revenue  Code  of  1954.  as 
amended  by  the  Revenue  Act  of  1962. 

2®  See,  S.  Rep.  No.  1881,  Report  of  the  Committee  on  Finance  on  the 
Revenue  Act  of  1962,  87th  Cong.,  2d  sess.  113  (1962). 
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tal  stock  represented  by  shares.  However,  it  prescribed- a 
rather  different  treatment  for  mutual  fire  insurance  com- 
panies whose  members  made  premium  deposits  to  provide 
for  losses  and  expenses.  These  insurance  companies  were 
not  required  to  include  in  taxable  income  any  portion  of 
the  premiums  returned  to  their  policyholders  as  so-called 
policy  dividends.  Income  from  other  sources  and  premium 
payments  retained  by  these  companies  for  purposes  other 
than  the  payment  of  losses  and  expenses  and  reinsurance 
reserves  were,  however,  taxable.  The  Treasury  by  analogy 
adopted  in  1914a  similar  rule  for  farm  cooperative  associa- 
tions which  were  not  eligible  for  exemption  under  the 
1913  act  and  permitted  them  to  exclude  patronage  divi- 
dends from  gross  income.  (See  T.D.  1996.)  The  Regula- 
tions under  the  1916  act,  like  those  under  the  1913  act, 
provided  that  any  cooperative  association  which  could  not 
qualify  for  the  statutory  exemption  of  farm  cooperatives 
because  it  did  not,  as  then  required  by  the  statute,  act 
strictly  as  agent  but  purchased  produce  from  members 
with  a  view  toward  selling  it  for  gain,  might  nevertheless 
exclude  from  gross  income  all  amounts  paid  to  members 
on  the  basis  of  quantity  of  goods  handled  for  them. 

Treasury  rulings  consistent  with  the  above  have  been 
issued  during  that  period  until  the  present  time.  Examples 
are  T.D.  2737  (1918)  ,  IT  1499  (1922) ,  IT  1566  (1923), 
GCM  12393  (1933),  GCM  17895  (1937).  The  present 
tax  treatment  of  patronage  dividends  thus  represents  a 
long-established  administrative  practice. 

This  practice  has  been  recognized  by  the  courts  as 
valid.  Examples  of  recent  decisions  are  Associated  Grocers 
of  Alabama  v.  Willingham,  77  F.  Supp.  990;  Peoples  Gin 
Company  v.  Comm'r.,  118  F.  (2d)  72;  2Lnd  Fountain  City 
Co-op  Creamery  Association  v.  Comm'r.,  172  F.  (2d)  666. 
In  an  opinion  which  exhaustively  reviews  the  administra- 
tive and  judicial  precedents  in  the  matter,  the  District 
Court  for  the  Northern  District  of  Iowa  concluded:  "This 
practice  *  =^  *  has  been  recognized  and  approved  by 
the  courts."  (86  F.  Supp.  201,  238.)  That  court  also 
specifically  held: 

"1.  That  the  Treasury  Department  rulings  providing 
that  under  certain  conditions  a  cooperative  may  exclude 
from  its  gross  income  for  Federal  income  tax  purposes 
amounts  allocated  as  patronage  dividends  are  not  so  un- 
reasonable or  so  plainly  inconsistent  with  the  Internal 
Revenue  Code  as  not  to  be  followed"   (p.  237) . 
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Moreover,  it  does  not  seem  unimportant  that  during 
this  long  period  of  uninterrupted  achninistrative  practice, 
the  Congress  has  not  changed  the  ride  by  legislation,  even 
though  during  a  period  of  over  30  years  it  has  often  reen- 
acted  various  re\enue  acts.  It  has  been  indicated  by  the 
Supreme  Court  that  uhere  there  has  been  a  contempo- 
raneous administrative  construction  of  a  congressional 
enactment  followed  by  long-continued  administrative 
practice,  reenactment  "amounts  to  an  implied  legislative 
recognition  and  approval  of  the  executive  construction 
of  the  statute"   (Xational  Lead  Co.  v.  U.S.,  252  U.S.  140)  . 

Farmer  cooperati\e  marketing  and  farm  supply  associations 
whose  bylaws  set  forth  a  definite  preexisting  obligation  of  the 
association  to  make  distribution  to  patrons  of  a  portion  of  net 
margins  as  patronage  refunds,  coidd  exclude  such  refunds  from 
income  for  Federal  income  tax  purposes  regardless  of  whether 
the  corporate  name  contains  the  word  "cooperative."^^ 

The  right  to  exclude  patronage  refunds  as  just  outlined 
w^as  not  confined  to  farmer  organizations.  This  also  has  been 
recognized  bv  a  spokesman  for  the  Treasury  and  by  the  courts.^^ 

One  of  the  earliest  cases  establishing  the  principle  in  ques- 
tion is  Appeal  of  Paducah  &  Illinois  Railroad  Company.^^  In 


29  Rev.  Rul.  55-26,  1955-1  Cum.  Bull.  338. 

^^  Statement  by  A.  Lee  Wiggins,  Under  Secretan.-  of  the  Treasury,  in 
hearings  before  the  House  Committee  on  Ways  and  Means,  80th  Cong.,  1st 
sess.,  (pt.  4 ^.  p.  1881  ^947)  :  "Under  present  law,  farm  cooperative  associa- 
tions are  authorized  to  exclude  patronage  dividends  from  gross  income. 
This,  however,  is  not  the  exclusive  privilege  of  cooperative  associations.  The 
privilege  is  available  to  any  corporation  which  makes  pa\Tnents  to  its  cus- 
tomers under  the  conditions  prescribed  by  the  Commissioner  of  Internal 
Revenue  and  the  courts."  See  also  the  cases  cited  in  the  next  footnote. 
For  a  more  recent  discussion  of  this  subject  see  Volkin,  Any  Corporation 
Can  Achieve  A  Tax  Status  Comparable  to  Cooperatives,  reprint.  News  for 
Farmer  Cooperatives.  Oct.  1966.  published  bv  Farmer  Cooperative  Service 
(FCS),  U.S.  Dept.  Agr. 

31  Appeal  of  Paducah  &  Illinois  Railroad  Co.,  2  B.T.A.  1001  (1925).  See 
also  Uniform  Printing  and  Supply  Co.  v.  Commissioner,  88  F.  2d  75  (7th 
Cir.  1937) ;  United  Cooperatives,  Inc.,  4  T.C.  93  (1944)  :  Broadcast  Mea- 
surement Bureau,  Inc.,  16  T.C.  988  ^1951);  Colony  Farms  Cooperative 
Dairy,  Inc.,  17  T.C.  688  1951  :  Clover  Farm  Stores  Corp.,  17  T.C.  1265 
fl952i:  Southwest  Hdwre.  Co.,  24  T.C.  75  (1955);  United  States  v. 
Mississippi  Chemical  Co.,  326  F.  2d  569  ^5th  Cir.  1964)  affirming  197  F. 
Supp.  490  (S.D.  Miss.)  (but  see  Rev.  Rul.  68-228.  1968-1  Cum.  Bull.  385, 
where  the  Service  announced  that  in  determining  patronage  refund  deduc- 
tions under  subchapter  T  it  would  not  follow  Mississippi  Chemical  because 
"net  earnings"  from  member  business  were  not  reduced  by  capital  stock 
dividends  :  Certified  Grocers  of  Florida,  Inc.  v.  United  States,  18  AFTR 
2d  5012  fM.  D.Fla.  June21,  1966). 
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that  case  a  bridge  company  was  organized  and  completely 
owned  by  a  number  of  railroads.  The  bridge  company  bor- 
rowed $5  million  and  built  a  bridge  which  was  used  jointly 
by  the  owning  railroads.  The  company  was  obligated  by  con- 
tract to  account  to  the  several  owners  in  preferred  stock  for 
any  rates,  tolls,  and  charges  ^vhich  the  owners  paid  for  using 
the  bridge  which  were  in  "excess"  of  the  pro  rata  shares  of 
such  owners  for  the  operating  and  maintenance  expenses  of 
the  bridge  company. 

The  "excess"  was  used  to  retire  the  bonds,  for  which  the 
owners  were  also  liable,  and  as  bonds  ^v  ere  retired  a  like  amount 
of  preferred  stock  was  to  be  issued  to  the  owning  railroads.  The 
net  effect  of  this  contractual  arrangement  was  to  make  the 
bridge  company  operate  as  a  cooperative.  Its  operations  for 
the  year  were  adjusted  to  cost  with  any  excess  refunded  to  the 
patrons  (the  member  railroads  which  used  the  bridge)  in 
proportion  to  their  use  of  the  facility. 

The  Board  of  Tax  Appeals  held  that  this  resulted  in  no 
taxable  incoine  to  the  bridge  company.  It  said: 

In  effect,  the  railroad  companies  agreed  among  them- 
selves *  *  *  to  construct  the  bridge  over  the  Ohio  River 
and  to  create  for  that  purpose  the  taxpayer  corporation, 
and  to  share  the  cost  of  that  facility  in  the  manner  laid 
down  in  the  agreements.  Briefly,  charges  were  to  be  made 
for  the  services  rendered  in  amounts  deemed  sufficient  to 
pay  all  of  the  expenses  of  the  taxpayer  and  in  addition  to 
retire  its  indebtedness  at  maturity.  In  the  first  instance, 
bills  were  rendered  monthly  upon  a  traffic  basis,  but  if  the 
amounts  collected  under  these  bills  were  insufficient  to 
meet  the  charges  of  the  taxpayer,  supplemental  bills  were 
rendered  for  each  of  the  several  months,  making  up  the 
deficits  and  calling  for  contributions  by  the  railroad  com- 
panies in  the  proportions  of  their  original  payments  to  the 
taxpayer.  To  the  extent  that  the  taxpayer's  funds  derived 
either  under  the  original  or  the  secondary  bills  were 
devoted  to  the  retirement  of  bonds,  the  railroad  companies 
were  to  receive  preferred  stock  in  the  exact  amount  of 
their  contributions  used  for  that  purpose.  This  was  in 
accordance  with  the  contract  entered  into  July  1,  1915,  by 
the  two  original  participating  railroad  companies,  and 
after  September  1,  1920,  participated  in  by  the  Illinois 
Central. 

From  the  beginning,  the  funds  so  contributed  by  the 
railroad  companies  ^vere  earmarked  partly  for  the  ordinary 
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expenses  of  the  taxpayer  and  partly  for  its  capital  reqtiire- 
ments.  In  so  far  as  the  contributions  were  used  or  to  be 
used  for  ordinary  expenses,  interest,  taxes,  and  dividends, 
there  can  be  no  question  that  the  railroad  companies  were 
making  payments  for  services  rendered  by  the  taxpayer, 
^\hich  constituted  expenses  to  themselves  and  income  to 
the  taxpayer.  To  the  extent,  however,  that  their  contribu- 
tions were  jrom  the  beginning  required  and,  under  the 
contract  of  July  1 ,  1915 ,  were  contemplated  to  be  used  for 
the  retirement  of  debt  and  offset  by  preferred  stock  issued 
or  to  be  issued  to  the  railroad  companies,  the  contributions 
were  not  expenses  of  the  railroad  companies,  and  were  not 
income  to  the  taxpayer.  They  were,  on  the  one  hand, 
investments  of  capital,  and,  on  the  other,  receipts  of  capital 
for  which  stock  was  required  to  he  issued.  ^   *    * 

#  #  #  pyom  the  beginning  the  funds  so  paid  represented 
contributions  by  the  railroad  companies,  for  which  they 
had  an  absolute  right  to  the  issuajice  to  them  of  preferred 
stock.  AVe  are  also  aware,  as  noted  by  the  Commissioner 
in  his  brief,  that  no  competent  evidence  was  offered  that 
preferred  stock  ever  was  actually  issued  to  the  railroad 
companies,  and  we  have  made  no  finding  of  fact  with 
reference  thereto.  As  we  view  the  case,  whether  stock  was 
actually  issued  at  the  time  is  immaterial.  The  railroad 
companies  from  the  moment  of  their  respective  payments 
were  entitled  under  their  contracts  to  an  accoimting  as  to 
the  disposition  made  of  the  funds  so  paid  and  to  preferred 
stock  in  respect  of  their  capital  contributions.  The  stock 
was  issuable  on  demand  if  not  actually  issued.  Under  these 
circumstances,  the  deficiencv  determined  bv  the  Com- 
missioner must  be  disallowed.    (Emphasis  supplied.) 

One  of  the  leading  farmer  cooperative  tax  cases  is  United 
Cooperatives,  Inc.^^  This  cooperative  was  under  contractual 
obligation  to  account  to  its  patrons  for  all  amounts  received  by 
the  cooperative  over  operating  costs  and  expenses  and  amoinits 
which  the  cooperative  was  permitted  to  pay  as  dividends  on 
stock.  Under  its  bylaws  the  cooperative  had  a  mandatory  obli- 
gation to  return  this  excess  amount  in  cash  or  stock. 

The  Tax  Court  held  that  all  amounts  which  the  cooperative 
was  under  a  mandatory  obligation  to  return  to  its  patrons  in 
accordance  with  their  patronage  were  excludable  from  gi'oss 


4T.C.  93  (1944). 
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income.  Because  the  board  of  directors  had  discretion  to  deter- 
mine the  amount,  if  any,  of  dividends  which  would  be  paid  on 
capital  stock,  the  court  said  that  net  margins  equal  to  the 
maximum  permissible  dividends  under  the  bylaws  were  not 
subject  to  a  mandatory  obligation,  and,  therefore,  were  taxable 
to  the  cooperative.^^ 

Prior  to  this  decision,  the  Board  of  Tax  Appeals  had  held 
that  where  an  association  had  adopted  a  bylaw  creating  a  defi- 
nite liability  on  the  part  of  the  association  to  credit  its  patrons 
with  net  margins,  the  association  was  entitled  to  deduct  such 
amount  in  computing  its  income  taxes.^^ 

The  Board  of  Tax  Appeals  had  also  held  that  where  an  asso- 
ciation had  an  "oral  understanding"  that  there  would  be  paid 
to  its  stockholders  in  addition  to  the  amount  paid  to  them  at 
the  time  of  the  delivery  of  their  grain  "an  amount  equal  to  the 
difference  between  such  amount  plus  the  cost  of  reselling  the 
wheat,  and  the  price  at  which  the  wheat  was  resold,"  this 
amount  could  be  deducted  in  determining  the  taxable  income 
of  the  association,  even  though  the  patronage  refund  had  not 
been  declared  payable  and  although  the  amount  in  question 
"was  eventually  wiped  out  by  operating  losses."  ^^ 

In  one  case,  the  board  of  directors  of  the  association  within 
the  fiscal  year,  had  adopted  a  resolution  under  which  part  of  the 
net  margin  was  to  be  distributed  on  a  patronage  basis  in  cash 
and  part  in  a  patrons'  equity  reserve.  The  latter  amounts  were 
apportioned  to  patrons  during  the  succeeding  fiscal  year.  The 
action  of  the  board  was  approved  at  the  annual  meeting  of 


^^  Compare  this  holding  ^vith  the  rule  applied  under  subchapter  T  in  Rev. 
Rul.  69-621,  I.R.B.  1969-50,  14.  In  this  ruling  dividends  on  stock  actually 
paid  by  a  cooperative  were  less  than  the  maximum  amount  permitted  under 
the  bylaws.  The  bylaws  also  required  the  net  amount  remaining  after  pay- 
ment of  dividends  on  stock  to  be  distributed  on  a  patronage  basis  to  all 
patrons.  The  cooperative  was  allowed  to  deduct  as  a  patronage  refund 
under  section  1382  of  the  Code  the  net  amount  remaining  after  payment 
of  the  dividends  on  stock. 

^"^  Appeal  of  the  Trego  County  Cooperative  Association,  6  B.T.A.  1275 
(1927);  Anamosa  Farmers  Creamery  Company,  13  B.T.A.  907  (1928); 
Farmers  Union  Cooperative  Association,  13  B.T.A.  969  (1928).  In  Anamosa 
the  Board  said:  "In  this  situation  neither  the  basis  of  accounting  nor  the 
fact  that  no  cash  was  paid  to  the  patrons  in  the  taxable  year  is  material." 

^^Home  Builders  Shipping  Association,  8  B.T.A.  903  (1927).  At  p.  909 
the  Board  said:  "It  is  to  our  minds  immaterial  that  the  liability  *  *  *  has 
not,  as  yet,  been  paid.  There  was  no  evidence  that  the  petitioner  never 
intended  to  pay  it." 
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stockholders.  The  Board  of  Tax  Appeals  held  that  the  amounts 
placed  in  the  patrons'  equity  reserve  were  excludable  from 
gross  income. ^^ 

Later  Tax  Court  and  Federal  court  decisions  made  it  clear, 
however,  that  the  rule  was  that  only  patronage  refunds  dis- 
tributed pursuant  to  a  preexisting  obligation  either  in  the  form 
of  cash  or  by  offset  against  a  capital  investment  in,  or  loan  to, 
the  cooperative  (evidenced  by  capital  stock,  certificates  of 
indebtedness,  notes,  book  credits,  or  in  some  other  manner 
which  discloses  to  the  patron  the  dollar  amount  of  his  interest) 
were  excludable  from  gross  income.'^^ 

To  the  contrary,  where  the  State  law,  the  organization  papers, 
or  other  contractual  arrangements  between  the  cooperative  and 
the  patrons  do  not  create  the  required  preexisting  obligation,  it 


^^  Midland  Cooperative  Wholesale,  44  BT.A.  824  (1941). 

^"^  Smith  &  Wiggins  Gin,  Inc.  v.  Commissioner,  341  F.  2d  341  (5th  Cir. 
1965) ;  United  States  v.  Mississippi  Chemical  Co.,  326  F.  2d  569  (5th  Cir. 
1964) ;  Pomeroy  Cooperative  Grain  Co.  v.  Commissioner,  288  F.  2d  326 
(8th  Cir.  1961)  :  Farmers  Cooperative  Co.  v.  Commissioner,  288  F.  2d  315 
(8th  Cir.  1961) ;  Albany  Creamery  Association,  51-1  U.S.  Tax  Cas.  ^9526 
(D.C.  Oreg.  1950)  ;  Southwest  Hardware  Co.  24  T.C.  75  (1955)  ;  Colony 
Farms  Cooperative  Dairy,  Inc.  17  T.C.  688  (1951)  ;  Midland  Cooperative 
Wholesale,  44  B.T.A.  824  (1941) ;  Farmers  Union  Cooperative  Association, 
13  B.T.A.  969  (1928);  Anamosa  Farmers  Creamery  Co.  13  B.T.A.  907 
(1928) ;  Home  Builders  Shipping  Association,  8  B.T.A.  903  (1927) ;  Farmers 
Cooperative  Co.  v.  Birmingham,  86  F.  Supp.  201  (X.D.  Iowa  1949)  ;  San 
Joaquin  Valley  Poultry  Producers  Association  v.  Commissioner,  136  F.  2d 
382  (9th  Cir.  1943);  Dr.  P.  Phillips  Cooperative,  17  T.C.  1002  (1951); 
Otsego  County  Cooperative  Association,  Inc.,  CCH  Dec.  19,  137  (M)  Dkt. 
No.  28479,  July  31,  1952,  memorandum  opinion  by  Judge  Rice.  If  an 
association  is  under  obligation  to  pay  patronage  refunds  to  its  members  only, 
it  may  not  exclude  amounts  received  from  business  done  with  nonmembers, 
even  though  it  distributes  such  amounts  as  patronage  refunds  to  its  mem- 
bers. S.M.^2595,  III-2,  Cum.  Bull.  238  (1924).  Cj.,  Bakers  Mutual  Cooper- 
ative Association  v.  Commissioner,  117  F.  2d  27  (3d  Cir.  1941),  affirming 
40  B.T.A.  656  (1939)  ;  Fruit  Growers'  Supply  Co.  v.  Commissioner,  56  F. 
2d  90  (9th  Cir.  1932),  affirming  21  B.T.A.  315  (1930). 

The  courts  have  also  recognized  the  right  of  workers'  cooperatives — one 
of  the  oldest  types — to  exclude  patronage  refunds  from  gross  income.  Linn- 
ton  Plywood  Association  v.  United  States.  236  F.  Supp.  227  (D.  C.  Oreg. 
1964) 'and  Puget  Sound  Plywood,  Inc.,  44  T.C.  305  (1965),  acq.,  1966-2 
Cum.  Bull.  6.  Rev.  Rul.  61-47,  1961-1  Cum.  Bull.  193,  had  expressed  a 
contrary  position  holding  that  amounts  distributed  by  worker  cooperatives 
on  the  basis  of  man-hours  worked  were  not  "true"  patronage  refunds  and 
therefore  not  excludable  by  the  cooperative  although  such  distributions 
were  pursuant  to  a  preexisting  obligation. 
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has  been  held  that  patronage  refunds  may  not  be  excluded 
from  gross  income.^^ 

As  one  author ^^  has  observed: 

The  cooperatives'  income  tax  cases  constituted  a  long 
course  of  administrative  and  judicial  wallowing  among 
various  theories  before  the  mandatory  obligation  and 
reinvestment  theory  was  firmly  established. 

However  tortuous  the  route,  the  principle  is  well  established 
in  the  tax  cases.  It  is  aptly  expressed  by  the  Tax  Court  in 
United  Cooperatives,  Inc.,'^^  as  follows: 

The  fact  that  member  patrons  were  under  obligations 
with  regard  to  the  purchase  of  petitioner's  stock  under  cer- 
tain circumstances  and  that  petitioner  had  a  right  to  apply 
a  part  of  the  "patronage  dividends"  to  a  satisfaction  of 
such  obligations,  is  immaterial.  It  does  not  affect  the  right 
of  the  member  patrons  to  receive  "patronage  dividends," 
but  merely  constitutes  a  permanent  directive  as  to  their 
application.  The  result  of  the  procedure  set  up  by  peti- 
tioner's bylaws  was  as  if  the  stockholder  meinber  who  was 
under  obligation  to  purchase  additional  stock  had  received, 
in  cash,  the  "patronage  dividend"  and  had  thereupon 
applied  this  sum  to  the  payment  of  his  stock.  The  stock, 
when  thus  paid  and  issued  to  him,  was  not  in  the  nature 
of  a  stock  dividend,  but  represented  an  additional  invest- 
ment on  his  part  to  the  capital  of  the  corporation  out  of 
his  savings  from  the  annual  transactions  with  petitioner. 

The  cooperative  and  the  farmer  have  performed  the  terms 
of  their  patronage  contract  when  the  money  provided  by  the 


^^  Farmers  Union  State  Exchange,  30  B.T.A.  1051  (1934);  Juneau 
Dairies,  Inc.,  44  B.T.A.  759  (1941)  ;  Cooperative  Oil  Association,  Inc.  v. 
Commissioner,  115  F.  2d  666  (9th  Cir.  1941) ;  Peoples  Gin  Co.  v.  Commis- 
sioner, 118  F.  2d  72  (5th  Cir.  1941),  affirming  41  B.T.A.  343  (1940); 
AssociateU  Grocers  of  Alabama  v.  Willingham,  11  F.  Supp.  990  (N.D.  Ala. 
1948);  Gallatin  Farmers  Co.  v.  Commissioner,  132  F.  2d  706  (9th  Cir. 
1942)  ;  American  Box  Shook  Export  Association  v.  Commissioner,  156  F. 
2d  629  (9th  Cir.  \9A6) ,  affirming  4  T.C.  758  (1945)  ;  Fountain  City  Coop- 
erative Creamery  Association  v.  Commissioner,  172  F.  2d  666  (7th  Cir. 
1949),  affirming  9  T.C.  1077  (1947).  Cf.,  Druggists'  Supply  Corporation, 
8  T.C.  1343  (1947);  Union  Fishermen's  Cooperative  Packing  Co.  v.  Earle 
{Same  v.  Maloney) ,  121  F.  Supp.  373  (D.C.  Oreg.  1954). 

^^  Nieman,  Multiple  Contractual  Aspects  of  Cooperatives'  Bylaws,  39 
Minn.  L.  Rev.  135,  136  (1955). 

404  T.C.  93,  108  (1944). 
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farmer  is  allocated  to  him  under  the  preexisting  contract.  The 
fact  that  under  this  agreement  the  cooperative's  directors  have 
discretion  to  determine  what  portion  of  the  net  margins  the 
patrons  should  in\est  in  capital  of  the  cooperative  (be  it  stock, 
or  certificates  of  interest,  or  book  equities  in  revolving  fund 
capital)  does  not  preclude  the  obligation  to  pay  the  patronage 
refund  from  being  mandatorv.  Xor  is  it  pertinent  that  the  stock, 
certificates,  or  ecpiities  might  not  be  redeemed  until  some 
future  time:  or  that  the  farmer  has  put  his  money  in  a  capital 
stock  or  other  interest  ^vhich  may  ha\e  no  current  fair  market 
value. 

It  mav  seem  unrealistic  to  some  to  say  that  the  farmer  has 
realized  income  of  100  cents  on  the  dollar  when  his  patronage 
refund  is  offset  bv  an  in\estment  in  stock  or  other  capital 
interests  which  mav  have  no  immediate  fair  market  value.  The 
farmer,  of  coin^se,  has  received  the  benefit  of  the  service  pro- 
vided by  his  cooperative  and  who  can  say  that  this  has  not 
given  him  full  economic  value  for  his  money.  Moreover,  income 
does  not  cease  to  be  income  because  it  has  been  invested  or 
loaned,  even  though  the  investment  or  loan  may  be  a  poor 
one.^^ 

It  is  sometimes  difficult  to  work  out  a  method  by  which  an 
antecedent  contract  obligating  the  cooperative  to  distribute 
margins  to  patrons  may  be  created.  \\'ith  respect  to  members 
of  the  cooperative,  the  State  lavr.  the  articles  of  incorporation, 
and  the  bylaws  constitute  the  contract  among  the  members 
one  with  another  and  also  between  the  members  and  the  asso- 
ciation. It  is,  therefore,  possible  to  show  that  the  contract  exists 
by  reason  of  the  State  la^v,  or,  if  that  is  not  the  case,  to  create 
the  necessary  antecedent  obligatioPx  bv  an  appropriate  provision 
in  the  articles  or  byla^vs. 

AVith  respect  to  both  member  and  nonmember  patrons 
marketing  products  through  an  association,  it  is  also  possible 
to  create  the  necessary  antecedent  obligation  in  the  marketing 
contract  or  agreement.  In  both  of  these  cases  care  must  be 
taken  that  all  members  and  all  marketing  patrons  actually  do 
execute  some  formal  written  instriunent  bv  which  they  become 
bound  to  the  association  and  the  association  becomes  bound  to 
them  to  make  j:>atronage  distributions. 

Many  cooperatives  do  a  substantial  business  ^vith  nonmem- 
bers.  It  has  alwavs  been  a  most  vexing  ])roblem  to  establish 
the  necessary  antecedent  contract  \vith  such  persons. 

Some  cooperatives  conspicuouslv  posted  excerpts  from  the 
articles  and  bylaws  in  their  place  of  business:  others  printed  the 

•*!  C/.,  Brozcn  v.  Commissioner,  220  F.  2d  12  (7ih  Cir.  1955). 
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applicable  excerpts  on  order  blanks,  sales  receipts,  advertising 
material,  and  other  communications  between  the  patrons  and 
the  association.  Posters  or  printed  material  properly  worded 
and  conscientiously  posted  and  distributed  and  explained, 
might  convince  courts  to  hold  that  the  cooperative  offered  to  do 
business  with  the  nonmember  patron  on  a  cooperative  patron- 
age basis  and  that  the  patron  accepted  this  offer  by  doing 
business  with  the  cooperative."*^ 

Some  cooperatives  follow  the  plan  of  offering  every  patron 
an  opporttmity  to  become  a  member  at  the  time  of  the  first 
transaction  between  the  cooperative  and  the  patron.  In  such 
cases,  the  patron  is  asked  to  sign  a  membership  application  and 
agree  that  his  first  patronage  allocations  shall  be  applied  on  his 
membership  fee.  This  plan,  if  acceptable  to  the  patrons  and 
adhered  to  and  if  w^orkable  in  the  business  of  the  cooperative 
concerned,  w^ould  accomplish  the  purpose  of  making  every 
patron  a  member. 

Amoimts  authorized  by  members  to  be  deducted  from  sales 
proceeds  in  the  case  of  a  marketing  cooperative  or  to  be  added 
to  the  cost  of  purchases  made  for  the  express  purpose  of  being 
used  by  the  cooperative  as  capital  also  were  not  taxable  to  the 
cooperative.^^  This  is  because  money  furnished  to  any  corpo- 
ration for  capital  purposes  is  not  income  to  the  corporation.^* 
Such  amounts  should  not  be  confused  with  patronage  refunds, 
since  the  contributions  to  capital  from  patronage  refunds 
depend  upon  the  existence  of  a  net  margin  between  a  coopera- 
tive's gross  receipts  and  its  costs  and  expenses."*^ 

An  early  ruling  of  the  Internal  Revenue  Service  shows  how  a 
cooperative's  net  taxable  income  is  computed.  The  appropriate 
handling  of  margins  from  both  members  and  nonmembers  is 
considered.  The  ruling  emphasizes  that  margins  from  nonmem- 
ber btisiness  may  not  be  distributed  to  members  in  the  "guise 
of  rebates"  and  thereby  become  deductible  by  the  cooperative. 
In  the  absence  of  evidence  to  the  contrary,  the  ruling  assumes 


"^^  But  see  "consent"  bylaw  requirements  under  subchapter  T  of  the 
Internal  Revenue  Code  of  1954,  and  text,  infra,  pages  73  and  82. 

43  Rev.  Rul.  54-244,  1954-1  Cum.  Bull.  104. 

44  See  Edwards  v.  Cuba  Railroad  Co.,  268  U.S.  628  (1925);  Appeal  of 
Paducah  &  Illinois  Railroad  Co.,  2  B.T.A.  1001  (1925);  L.  S.  Hulbert, 
Money  Received  As  Capital  Is  Not  Income,  10  News  for  Farmer  Coopera- 
tives 7  (Jan.  1943)  ;  United  Grocers,  Ltd.  v.  United  States,  308  F.  2d  634 
(9th  Cir.  1962),  afg  186  F.  Supp.  724  (N.D.  Calif.  1960),  where  the 
court  analyzed  and  spelled  out  in  great  detail  all  the  requirements  for 
capital  payments  by  cooperative  patrons. 

4^  See  "Capital  Retains,"  infra,  at  page  79. 
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that  "the  dealings  ^vith  members  and  nonmembers  are  ecjually 
profitable."  ^^ 

Taxability  of  Patronage  Refunds  to 
Patrons  — Pre-1962  Treatment 

For  many  years,  first  in  letter  ridings  and  later  in  regulations, 
the  Internal  Re\enue  Service  took  the  position  that  a  farmer 
receiving  a  patronage  refinid  from  a  cooperative,  regardless 
of  its  form,  was  required  in  computing  his  taxable  income  to 
take  such  refimd  into  accoimt  at  its  face  \alue  and  in  the  tax- 
able year  in  ^vhich  allocation  was  made  ^shere  his  business 
income  was  affected,  which  was  usually  the  case. 

In  Technical  Information  Release  No.  69,  February  14, 
1958,  the  Internal  Revenue  Service  gave  notice  that  the  regu- 
lations on  the  subject  would  be  amended  to  conform  them  to 
the  "principle"  enunciated  in  two  cases  (Long  Poultry  Farms 
and  B.  A.  Carp  enter)  decided  by  the  Fourth  and  Fifth  Circuit 
Courts  of  Appeals,  respectively,  in   1957  and  1955. 

In  B.  A.  Carpenter,  the  court  held  that  patronage  refunds 
were  reportable  by  a  cash-basis  taxpayer  member  when  made 
or  allocated  by  the  cooperative,  but  only  at  their  "fair  market 
value"  if  in  a  noncash  form.^^ 

In  Long  Poultry  Farms,  the  court  held  that  a  patronage 
refund  allocated  to  the  accoimt  of  a  member  who  kept  his 
books  and  recorded  his  income  on  an  accrual  basis  was  not  a 
properly  accruable  item  of  income  to  the  member  in  the  year 
in  which  the  allocation  was  made.^^ 

During  this  period,  the  Ninth  Circuit  Court  of  Appeals  had 


46A.R.R.  6967.  III-l  Cum.  Bull.  287  (1924).  See  also  Farmers  Union 
Cooperative  Exchange.  42  B.T.A.  1200  ^940)  ;  Valparaiso  Grain  &  Lum- 
ber Co.,  44  B.T.A.  125  (1941).  Cf.,  Rev.  Rul.  54-297,  1954-2  Cum. 
Bull.  132.  Where  certain  "wholesale"  sales  to  nonmembers  resulted  in  no 
profit,  such  sales  were  allowed  to  be  excluded  before  profits  were  allocated 
between  member  and  nonmember  sales.  Producers  Crop  Improvement 
Association,  7  T.C.  562  (1946). 

^^  Commissioner  v.  B.  A.  Carpenter,  219  F.  2d  635  (5th  Cir.  1955  V-  affirrn- 
ing  20  T.C.  603  (1953).  If  as  in  the  cited  case,  the  fair  market  value  is 
found  to  be  zero,  the  taxpayer  has  received  no  present  income. 

"^^  Long  Poultry  Farms,  Inc.  v.  Commissioner,  249  F.  2d  726  (4th  Cir. 
1957),  reversing  27  T.C.  985  (1957).  In  so  holding  the  court  distinguished 
the  case  on  the  facts  from  the  Tax  Court's  earlier  rulings  in  Harbor  Plyivood 
Corp.,  14  T.C.  158  (1950),  afd,  187  F.  2d  734  (9th  Cir.  1951)  and 
George  Bradshaw,  14  T.C.  162  (1950).  The  court  also  rejected  in  strong 
language  the  "receipt  and  reinvestment"  theory  as  applied  to  book  credits 
of  the  type  involved  in  this  case. 
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ruled  that  patronage  refunds  were  reportable  by  a  cash-basis 
taxpayer  only  when  redeemed  in  cash.^^ 

These  decisions  did  not  square  with  the  1951  congressional 
intent.  Congress  thereupon  set  about  to  correct  the  situation 
with  the  Revenue  Act  of  1962  and  the  later  per-unit  retain 
amendments  in  1966  and  1969. 

The  following  discussion  traces  the  development  of  this 
aspect  of  the  taxation  of  cooperatives  and  their  patrons.  It  also 
shows,  in  part  at  least,  how  the  "current  single  tax  objective" 
developed. 

The  Treasury,  in  1953,  for  the  first  time  included  a  section 
on  the  taxability  of  patronage  refunds  to  patrons  in  its  formal 
tax  regulations. ^°  These  regulations  were  supplemented  in  1954 
by  Revenue  Ruling  54-10.^^ 

The  1954  ruling  reiterated  the  requirements  of  the  regula- 
tions that  all  patronage  refunds  must  be  reported  at  their  face 
amount  if  made  in  fulfillment  of  a  valid  preexisting  obligation 
of  the  association  to  the  patron,  except  where  the  patron's 
business  income  is  not  affected.  It  said  that  this  was  merely  a 
reaffirmation  of  the  policy  of  the  Service  "which  had  been  long 
established."^^ 

The  ruling  pointed  out  that  this  treatment  is  consistent 
"with  the  theory  under  which  patronage  dividends  are  treated 
by  cooperative  associations";  namely,  "*  *  *  that  the  patron 
by  express  contract  or  by  doing  business  with  the  cooperative 
agrees  to  allow  the  association  to  retain  funds  to  which  the 
patron  is  entitled.  *  *  *  It  is  considered  that  the  patron  has 
in  effect  received  in  money  the  face  amount  of  the  document 
and  has  either  reinvested  such  amount  in  the  capital  of  the 
association  or  allowed  the  association  the  use  of  the  money. 

The  ruling  recognized  the  problem  presented  by  the  fact 
that  some  patrons  had  failed  to  reflect  in  their  tax  returns 
the  entire  face  amount,  even  though  the  regulations  required 
such  action.  It  established  these  rules:  If  the  period  of  limi- 
tations had  not  expired,  the  face  amount  was  reportable.  If 
the  period  of  limitations  had  expired,  the  difference,  if  any, 

"^^CasweWs  Estate  v.  Commissioner,  211  F.  2d  693  (9th  Cir.  1954), 
reversing  17  T.C.  1190  (1952);  A4oe  v.  Earle,  226  F.  2d  583  (9th  Cir. 
\9bb),cert.  den.  350  U.S.  1013  (1956). 

50T.D.  6014,  approved  May  29,  1953,  1953-1  Cum.  Bull.  110.  For 
later  from  of  this  regulation  see  26  G.F.R.  39.22  (a) -23. 

51  1954-1  Cum.  Bull.  24. 

5^  For  a  listing  and  discussion  of  prior  rulings  of  the  Treasury,  see  Nieman, 
Multiple  Contractual  Aspects  of  Cooperatives'  Bylaws,  39  Minn.  L.  Rev. 
135,  151  (1955). 
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between  the  amount  reported  in  the  year  of  allocation  and 
the  amount  received  on  redemption  was  reportable  in  the  year 
of  redemption. 

Where  the  Service  had  notice  that  the  patron  had  failed  to 
report  the  entire  face  amount  of  an  allocation  received  in 
document  form  after  the  statute  of  limitations  had  expired, 
the  Service  would  not  insist  that  the  excess  over  the  reported 
amount  be  included  in  the  patron's  income  in  the  year  of 
redemption,  except  for  that  part  of  the  excess  which  exceeded 
the  face  amount  of  the  document. 

Where  an  allocation  was  made  which  was  not  pursuant  to  a 
preexisting  agreement  and  the  document  issued  was  not  a 
negotiable  instrument,  the  amount  received  upon  redemption, 
sale,  or  other  disposition  of  the  document  was  to  be  included 
in  gross  income  for  the  patron's  taxable  year  in  which  received. 
It  was  assumed  that  this  applied  to  allocations  of  nonpatronage 
income  by  section  521  cooperatives. 

Where  an  allocation  not  pursuant  to  a  preexisting  agreement 
is  a  negotiable  instrument,  it  was  to  be  reported  at  fair  market 
value  unless  the  period  of  limitations  had  expired.  In  the  latter 
case,  the  difference  between  the  amount  reported  in  the  year 
of  allocation  and  the  amount  later  received  was  reportable. ^^ 

The  first  case  in\'olving  the  taxability  of  refunds  in  the  hands 
of  patrons  was  decided  by  the  Tax  Court  in  1950.^^  This  case 
held  that  certain  "credit  memoranda"  issued  by  a  manufactur- 
ing cooperative  were  income  to  an  accrual  basis  taxpayer  when 
issued  rather  than  w^hen  redeemed.  A  week  later,  the  Tax  Court 
held  that  accrual  basis  patrons  of  a  dealers'  wholesale  grocery 
cooperative  were  required  to  include  in  their  income,  when 
received  and  at  full  face  value,  certain  subordinated,  regis- 
tered notes  of  the  cooperative  which  were  not  payable  until 
liquidation  although  redeemable  upon  call  by  the  cooperative's 
board. ^^ 

The  first  cash  basis  patron  case  to  come  before  the  Tax  Court 
was  decided  in  1951.^^  The  cooperative  involved  in  the  case 
was  also  before  the  Tax  Court  in  a  companion  case,^^  and  the 

^^  For  a  dissenting  view  on  the  treatment  to  be  accorded  refunds  not 
made  pursuant  to  a  preexisting  obligation  see  Nieman,  op.  cit.  supra,  foot- 
note, 52,  164-166. 

^"^  Harbor  Plywood  Corporation,  14  T.C.  158  (1950),  affirmed  187  F.  2d 
734  (9th  Cir.  1951).  For  analysis  of  the  theory  of  this  and  subsequent 
decisions  mentioned  here,  see  Nieman,  op.  cit.  supra,  footnote  52,  155  et  seq. 

^^  George  Bradshaw,  14  T.C.  162  (1950). 

^^  P. Phillips,  17T.G.  1027  (1951). 

^' Dr.  P.  Phillips  Cooperative,  17  T.C.  1002  (1951). 
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findings  of  the  court  in  that  case  ^vere  incorporated  in  the 
patron's  case.  The  court  said: 

The  Cooperative  was  under  no  obHgation  either  to 
return  the  amounts  to  the  members  or  to  issue  revolving 
fund  certificates  for  the  amounts  it  retained  as  a  reserve 
from  marketing  operations.  They  belonged  to  and  were 
taxable  income  of  the  Cooperative.  *  *  *  Dr.  P.  Phillips 
Cooperative  voluntarily  issued  revolving  fund  certificates 
against  the  amounts  retained  from  marketing  operations. 
Those  certificates  had  no  fair  market  value  and  did  not 
represent  income  to  the  recipients  on  that  basis.  ^  *  * 

The  situation  with  respect  to  the  amounts  retained 
by  the  Cooperative  from  its  1946  caretaking  activities  is 
different.  It  has  been  held  in  Dr.  P.  Phillips  Cooperative, 
supra,  that  those  amounts  never  belonged  to  the  Coopera- 
tive. It  was  required  by  its  contracts  with  the  members 
to  issue  revolving  fund  certificates  for  the  funds  thus 
retained.  The  members  agieed  in  advance  that  those  funds, 
which  continued  to  belong  to  them,  could  be  retained  by 
the  Cooperative  for  the  special  purpose  of  the  reserve. ^^ 

On  this  reasoning,  the  court  held  that  Phillips  was  taxable 
in  the  year  of  issue  on  the  face  amount  of  the  certificates  issued 
in  connection  with  caretaking  activities  but  not  on  the  certifi- 
cates issued  in  connection  with  marketing  operations.  This 
case  resulted  in  a  consistent  application  of  cooperative  theory 
as  to  the  status  of  patronage  refunds  both  from  the  standpoint 
of  the  cooperative  and  the  patron. 

Other  cases  soon  followed,  however,  and  the  situation  became 
confused.  In  1952,  the  Tax  Court  held  in  Estate  of  Wallace  Cas- 
well ^^  that  certain  certificates,  representing  amounts  retained 
by  the  association  for  a  "commercial  reserve"  from  the  pro- 
ceeds of  peaches  sold  by  the  Caswell  patrons,  constituted  income 
to  them  at  the  time  of  issue  to  the  extent  of  their  fair  market 
value. 

Later,  the  Tax  Court  followed  this  case  in  holding  that  a 
taxpayer  realized  income  upon  the  receipt  of  certificates  of 
preferred  stock  from  his  cooperative  to  the  extent  of  the  fair 
market  valtie  of  stich  certificates,  which  it  determined  to  be 
equal  to  their  par  valtie.^^ 


^^  P.  Phillips,  17T.G.  1027,  1029  (1951). 

5M7T.C.  1190  (1952),  r^^^fr^^^  211  F.  2d  693  (9th  Cir.  1954). 

60  William  A.  Joplin,]r.,  17  T.C.  1526  (1952). 


24 


In  1953  the  Tax  Court  decided  B.  A.  Carpenter. ^^  It  held 
that  a  cash-basis  taxpayer  need  not  include  in  gross  income  the 
face  amount  of  revolving  fund  certificates  issued  by  a  farmer 
cooperative  at  its  option  in  lieu  of  cash  and  which  were  found 
to  have  no  fair  market  value  at  time  of  issue. 

Later  that  year,  a  Federal  district  court  in  Iowa  held  that 
the  plaintiff-patron  was  not  taxable  on  credits  in  a  "Reserve 
for  General  Contingencies"  established  by  the  cooperative.^^ 

Although  the  opinion  in  this  case  refers  to  the  patron's  inabil- 
ity to  get  cash  for  its  credits,  examination  of  the  cooperative's 
articles  and  bylaws  and  its  directors'  resolution  creating  the 
reserve  indicates  that  it  was  not  obligated  to  pay  the  patrons 
the  money  which  was  transferred  to  the  reserve  so  that  the 
issuance  of  credits  must  have  been  voluntary  and  there  was 
nothing  to  indicate  that  they  had  a  market  value. ®^ 

In  1954,  the  Ninth  Circuit  Court  of  Appeals  reversed  the 
Tax  Court's  earlier  decision  in  the  Caswell  case.^*  It  held  that 
the  certificates  issued  by  the  cooperative  were  mere  evidences 
of  the  patrons'  contingent  rights  in  the  commercial  reserve, 
which  rights  existed  even  without  the  issuance  of  the  certifi- 
cates. It  further  said  that  these  rights  were  subject  to  the  hap- 
pening of  certain  contingencies,  none  of  which  had  occurred. 
Accordingly,  it  said  that  the  certificates  did  not  constitute  tax- 
able income  to  the  recipients  to  any  extent  whatever  in  the  year 
of  issue. 

That  same  year  the  Tax  Court  again  held  that  the  recipient 
of  certain  "retain  certificates"  was  taxable  only  on  the  fair 
market  value  of  the  certificates,  and  found  that  the  certificates 
in  question  had  no  fair  market  value  capable  of  being  ascer- 
tained with  reasonable  certainty. ^^  The  court  also  found,  how- 
ever, under  the  bylaws  there  involved,  that  the  board  of  direc- 
tors had  the  power  to  "retain  the  fluids  whether  or  not  they 
chose  to  issue  the  certificates."  This  suggests  the  absence  of  a 
prior  mandatory  obligation. 

In  an  unreported  oral  opinion  on  June  30,  1954,  in  Moe 
V.  Earle  (Civil  No.  7074)  ,  the  U.S.  District  Court  for  the 
District  of  Oregon  held  that  the  taxpayer  there  involved 
realized  no  income  "in  the  year  in  which  such  amounts  were 


61  20  T.C.  603  (1953),  affirmed,  219  F.  2d  635  (5th  Cir.  1955). 
^'^  Farmers  Grain  Dealers  Association  of  Iowa  v.   United  States,   116  F. 
Supp  685  (S.D.  Iowa  1953) . 

6^  Nieman,  op.  cit.  supra,  footnote  52,  164. 

6*  Caswell's  Estate  v.  Commissioner,  21 1  F.  2d  693  (9th  Cir.  1954) . 

^^Mary  Grace  Howey,  13  CCH  Tax  Ct.  Mem.  399  (1954). 
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deducted  from  the  sums  of  money  payable  to  the  plaintiffs 
for  their  fruit,  or  in  the  year  in  which  such  (revolving  fund) 
certificates  were  issued  to  the  plaintiffs,"  but  implied  that 
any  cash  subsequently  received  upon  redemption  of  the  cer- 
tificates would  be  income  to  the  taxpayer  in  the  year  of  redemp- 
tion. The  amounts  involved  were  specific  capital  retains  from 
sales  proceeds  and  not  patronage  refunds. 

On  March  2,  1955,  the  U.S.  Court  of  Appeals  (Fifth  Circuit) 
affirmed  the  earlier  Tax  Court  opinion  in  B.  A.  Carpenter. ^^ 

Finally,  on  October  28,  1955,  Moe  v.  Earle  was  affirmed 
by  a  per  curiam  opinion,  and,  on  April  9,  1956,  the  Supreme 
Court  of  the  United  States  denied  certiorari.®^ 


Subchapter  T  and  Related 
Provisions  of  Code 

The  legislation  proposed  in  1961  that  became  subchapter 
T  in  1962,  was  backed  up  by  recommendations  that  took  into 
account  the  distinctive  characteristics  of  cooperatives.  The 
President  had  proposed  the  collection  of  a  single  tax  currently 
either  from  the  cooperatives  or  their  patrons,  "assessing  the 
patron,"  as  his  message  said,  on  the  amounts  that  are  "allocated 
to  him  as  patronage  dividends  or  refunds  in  scrip  or  cash." 

The  President  was  specific  in  his  recommendation  that 
farmer  cooperatives  should  not  be  penalized  by  assessing  a 
patronage  tax  on  them,  if  their  members  elect  to  leave  their 
patronage  allocations  with  their  cooperatives  for  capital  pur- 
poses.®^ In  other  words,  it  was  recognized  that  cooperatives 
needed  to  be  capitalized  by  their  patron  members — that  this 
was  the  only  feasible  way  for  them  to  do  it — and  all  that  was 
asked  for  in  the  tax  laws  was  that  there  be  a  single  tax 
collected  currently. 

The  Internal  Revenue  Code  of  1954,  as  amended  in  1962, 
1966,  and  1969,  contains  detailed  provisions  on  the  taxation 
of  cooperatives  and  their  patrons.  The  pertinent  provisions 
are  section  521  and  subchapter  T  (sections  1381-3,  1385,  and 
1 


66  Commissioner  v.  B.  A.  Carpenter,  219  F.  2d  635  (5th  Cir.  1955). 

^'  Moe  V.  Earle,  226  F.  2d  583  (9th  Cir.  1955),  cert.  den.  350  U.S.  1013 
(1956). 

68H.R.  Doc.  No.  140  (vol.  1),  87th  Cong.,  1st  sess.,  14  (1961),  Hear- 
ings on  President's  1961  Tax  Recommendations  before  the  Committee  on 
Ways  and  Means. 
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Those  farmer  cooperatives  qualifying  under  section  521 
of  the  Code,  while  subject  to  income  tax,  are  generally  in 
position  to  operate  with  little  or  no  taxable  income.  This  does 
not  mean  that  income  escapes  taxation.  The  cooperative  ends 
up  with  little  or  no  taxable  income  only  to  the  extent  that 
the  patrons  include  the  amounts  involved  in  their  taxable 
income. ^^ 

Associations  which  do  not  qualify  as  section  521  cooperatives 
are  liable  for  income  tax  on  amoinits  devoted  to  the  payment 
of  a  return  on  capital  and  on  amounts  which  they  do  not  return 
to  patrons  as  true  patronage  refiuids  in  the  manner  prescribed 
by  the  Code. 

As  noted  previously/^  Congress  had  sought  to  tax  "income" 
generated  throtigh  cooperative  activity  at  least  once — either 
to  the  cooperative  if  unallocated,  or  to  the  patron,  if  allocated 
to  him.  The  1951  Act  removed  the  exemption  for  farmer 
cooperatives  (although  still  referring  to  them  as  "exempt" 
cooperatives)  and  provided  that  in  addition  to  all  other 
deductions  permitted  corporations  generally,  those  coopera- 
tives meeting  the  requirements  of  section  521  would  have 
the  two  deductions  specified  in  section  522.  Patronage  refunds 
w^ere  also  made  nontaxable  to  cooperatives  by  the  1951  legis- 
lation if  allocated  to  patrons  purstiant  to  a  prior  mandatory 
obligation;  the  courts  and  Treasury  rulings  already  having 
established  this  right  on  the  part  of  the  cooperatives. 

The  1951  effort  to  impose  a  single  tax  currently  at  either 
the  cooperative  or  patron  level  was  not  successful.  Questions 
arose  concerning  the  income  tax  liability  of  patrons."^^  The 
courts,  while  approving  the  right  of  cooperatives  to  exclude 
the  full  amount  of  properly  authorized  patronage  reftinds, 
would  not  allow  tax  collections  at  the  patron  level  on  the 
stated  dollar  amount  of  noncash  patronage  refunds. 

The  courts  had  concluded  that  allocations  of  noncash  patron- 
age refunds  (to  the  extent  they  reflected  business  activity) 
were  currently  taxable  to  the  patron  only  to  the  extent  of 
their  "fair  market  value,"  even  though  they  were  deductible 
in  full  by  the  cooperative.  Arginiients  that  many  patrons, 
as  required  by  Treasury,  were  regularly  including  the  fidl 
amount  of  their  reftinds  in  taxable  income  and  that  separate 


^^  See  "Taxation  of  Cooperatives  and  Patrons  Under  Subchapter  T," 
infra,  page  65. 

^^  See  "Taxation  of  'Exempt'  Cooperatives  Under  the  1951  Act,"  supra, 
page  9. 

^^  See  "Taxability  of  Patronage  Refunds  to  Patrons — Pre- 1962  Treat- 
ment," supra,  page  21. 
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and  distinct  taxpayers  were  involved — the  cooperative  on  the 
one  hand  and  the  patron  on  the  other — were  of  no  aVail. 
Legislative  clarification  was  sought.  The  Revenue  Act  of 
1962^^  was  enacted. 

The  1962  Act  repealed  section  522,  which  in  1951  had 
subjected  "exempt"  farmers'  cooperatives  to  income  tax,  and 
added  a  new  subchapter  T  (sections  1381-3,  1385  and  1388) 
to  the  Internal  Revenue  Code  of  1954.  Subchapter  T,^^  headed 
"Cooperatives  and  Their  Patrons,"  is  divided  into  these  three 
parts: 

Part  I    — Tax  Treatment  of  Cooperatives; 
Part  II  — Tax  Treatment  by  Patrons  of  Patronage  Div- 
idends and  Per-Unit  Retain  Allocations;  and 
Part  III — Definitions;  Special  Rules. 

Subchapter  T  applies,  in  general,  to  "any  corporation  operat- 
ing on  a  cooperative  basis,"  with  certain  exceptions  specified 
in  section  1381  (a)  (2). 

Section  521  of  the  Code,  while  not  a  part  of  subchapter 
T,  bears  directly  on  the  tax  treatment  of  farmer  cooperatives. 
A  cooperative  is  not,  of  course,  required  to  qualify  under 
section  521.  If  it  does,  though,  in  computing  its  taxable  income 
under  subchapter  T  it  may  use,  in  addition  to  all  other  deduc- 
tions authorized  by  law,  the  deductions  provided  under  section 
1382(c)   of  the  Code. 

These  additional  deductions,  like  those  under  the  repealed 
section  522,  relate  to  amounts  paid  during  the  taxable  year 
as  dividends  on  capital  stock  and  certain  nonpatronage  income 
allocated  to  patrons  such  as  rents  received,  investment  income, 
gain  on  sale  of  capital  assets,  and  income  from  business  done 
with  or  for  the  U.S.  Government. 

About  65  percent  of  the  farmer  cooperatives  filing  returns 
for  the  taxable  year  1963  operated  in  compliance  with  the 
terms  of  section  521/*  Later  "unofficial"  statistics  indicate  an 
increase  in  the  percentage  of  section  521  cooperatives  to  almost 
70  percent  of  the  farmer  cooperatives  filing  returns.'^^  Whether 

72  76  Stat.  1045-51. 

73  76  Stat.  1045-51,  as  amended  in  1966  by  Pub.  L.  89-809,  80  Stat.  1580. 

7^  Statistics  of  Income — 1963,  Supplemental  Report,  Farmers'  Coopera- 
tive Income  Tax  Returns  1  (U.S.  Treas.  Dept.  Int.  Rev.  Ser.  Pub.  No.  386, 
1966). 

7^  Harmanson,  Jr.,  The  Cooperative  Tax  Picture,  Cooperative  Account- 
ant, Winter  1968,  4  at  p.  5;  and  Mr.  Harmanson's  report  to  the  Annual 
Meeting  of  the  National  Council  of  Farmer  Cooperatives,  Washington, 
B.C.,  January  1969. 
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section  521  status  is  advisable  for  every  cooperative  where 
qualification  is  possible  is  a  frequently  debated  question.  Those 
wishing  to  pursue  the  subject  will  find  that  the  pros  and  cons 
have  been  treated  extensivelv."^ 


Requirements  for  521  Status 

Section  521  of  the  Internal  Revenue  Code  of  1954  provides 
as  follows: 

§521.  Exemption  of  farmers'  cooperatives  from  tax. 

(a)  Exemption  from  tax. 

A  farmers'  cooperative  organization  described  in  sub- 
section (b)  (1)  shall  be  exempt  from  taxation  under  this 
subtitle  except  as  otherwise  provided  in  part  I  of  sub- 
chaper  T  (sec.  1381  and  following).  Notwithstanding 
part  I  of  subchapter  T  (sec.  1381  and  following)  ,  such  an 
organization  shall  be  considered  an  organization  exempt 
from  income  taxes  for  purposes  of  any  law  which  refers 
to  organizations  exempt  from  income  taxes. 

(b)  Applicable  rules. 

(1)  Exempt  farmers'  cooperatives. 

The  farmers'  cooperatives  exempt  from  taxation  to 
the  extent  provided  in  subsection  (a)  are  farmers',  fruit 
growers',  or  like  associations  organized  and  operated 
on  a  cooperative  basis  (A)  for  the  purpose  of  market- 
ing the  products  of  members  or  other  producers,  and 
turning  back  to  them  the  proceeds  of  sales,  less  the 
necessary  marketing  expenses,  on  the  basis  of  either  the 
quantity  or  the  value  of  the  products  furnished  by  them, 
or  (B)  for  the  purpose  of  purchasing  supplies  and 
equipment  for  the  use  of  members  or  other  persons,  and 
turning  over  such  supplies  and  equipment  to  them 
at  actual  cost,  plus  necessary  expenses. 

(2)  Organizations  having  capital  stock. 
Exemption  shall  not  be  denied  any  such  association 

because  it  has  capital  stock,  if  the  dividend  rate  of  such 


"^  See,  e.g.,  McCullough,  Cooperatives,  Exempt  or  Nonexempt,  .-Ameri- 
can Cooperation — 1968,  147;  Olmsted,  The  Case  for  Nonexempt  Status, 
Statement  presented  at  39th  Annual  Meeting.  National  Council  of  Farmer 
Cooperatives,  January-  1968:  Marrs.  Exempt  Cooperatives — Why,  Ameri- 
can Cooperation — 1968.  522;  Xieman,  ''Exempt,"  To  Be  Or  Not  To  Be — 
The  Case  For,  Cooperative  Accountant.  Winter  1962,  13;  Olmsted,  Coop- 
eratives Should  be  Nonexempt.  Cooperative  Accountant,  Winter  1962,  19. 
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stock  is  fixed  at  not  to  exceed  the  legal  rate  of  interest 
in  the  State  of  incorporation  or  8  percent  per  annum, 
whichever  is  greater,  on  the  value  of  the  consideration 
for  which  the  stock  was  issued,  and  if  substantially  all 
such  stock  (other  than  nonvoting  preferred  stock,  the 
owners  of  which  are  not  entitled  or  permitted  to  par- 
ticipate, directly  or  indirectly,  in  the  profits  of  the  assoc- 
iation, upon  dissolution  or  otherwise,  beyond  the  fixed 
dividends)  is  owned  by  producers  who  market  their 
products  or  purchase  their  supplies  and  equipment 
through  the  association. 

(3)  Organizations  maintaining  reserve. 
Exemption  shall  not  be  denied  any  such  association 

because  there  is  accumulated  and  maintained  by  it  a 
reserve  required  by  State  law  or  a  reasonable  reserve 
for  any  necessary  purpose. 

(4)  Transactions  with  nonmembers. 

Exemption  shall  not  be  denied  any  such  association 
which  markets  the  products  of  nonmembers  in  an 
amount  the  value  of  which  does  not  exceed  the  value 
of  the  products  marketed  for  members,  or  which  pur- 
chases supplies  and  equipment  for  nonmembers  in  an 
amount  the  value  of  which  does  not  exceed  the  value 
of  the  supplies  and  equipment  purchased  for  members, 
provided  the  value  of  the  purchases  made  for  persons 
who  are  neither  members  nor  producers  does  not  exceed 
15  percent  of  the  value  of  all  its  purchases. 

(5)  Business  for  the  United  States. 

Business  done  for  the  United  States  or  any  of  its 
agencies  shall  be  disregarded  in  determining  the  right 
to  exemption  under  this  section. 

It  is  misleading  to  call  cooperatives  that  qualify  under  sec- 
tion 521  "tax  exempt."  The  law  in  fact  provides  no  income 
tax  exemption  for  them.  Unless  this  is  understood,  confusion 
will  continue  concerning  the  tax  status  of  farmer  cooperatives. 

Unfortunately,  the  statute  uses  the  heading  "Exemption 
of  farmers'  cooperatives  from  tax"  and  otherwise  refers  to  them 
as  organizations  "exempt  from  income  taxes"  while  it  subjects 
them  to  income  tax  under  subchapter  T.  It  is  not  surprising 
therefore  that  much  of  the  material  on  section  521  cooperatives 
and  the  regulations  themselves  speak  in  terms  of  "exempt 
farmers'  cooperatives"  or  "qualifying  for  exemption."  But 
certainly  it  is  a  bit  unrealistic  to  label  as  "tax  exempt,"  coop- 
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eratives  that  pay  substantial  amounts  annually  in  income 
taxes/' 

A  cooperati\e  that  (jualifies  under  section  521  is  referred 
to  herein  as  a  "section  521  cooperative"  or  one  with  '"521  status" 
rather  than  a  tax  exempt  organization.  Occasionally,  however, 
the  words  "tax  exempt"  and  "exemption"  will  be  found  in 
cj noted  material  or  the  text  where  it  seems  necessary  to  explain 
the  holding  of  a  revenue  ruling  or  court  decision. 

If  a  cooperati\e  can  meet  the  reqtiirements  specified  in  sec- 
tion 521,  it  can  qualify  for  the  tax  treatment  provided  in  part 
I  of  subchapter  T.  The  chief  requirements  for  such  qualifica- 
tion have  been  summarized  as  follow^s:  '^ 

1.  It  must  be  a  farmer,  fruit  grower,  or  like  association 
organized  and  operated  on  a  cooperati\e  basis  to  (a)  market 
the  products  of  members  and  other  producers,  or  (b)  purchase 
supplies  and  equipment  for  the  use  of  members  or  other 
persons. 

2.  If  organized  on  a  capital  stock  basis,  substantially 
all  its  stock  (other  than  preferred  nonvoting  stock)  must  be 
owned  by  producers  marketing  products  or  purchasing  supplies 
through  it. 

3.  The  dividend  rate  on  capital  shares  must  not  exceed 
the  legal  rate  of  interest  in  the  State  of  incorporation,  or  8  per- 
cent a  vear,  ^vhichever  is  the  gixater,  based  upon  the  value  of 
the  consideration  for  which  the  capital  shares  were  issued. 

4.  Financial  reserves  are  restricted  to  those  required 
by  State  laws  or  those  that  are  reasonable  and  necessary,  and 
must  be  allocated  to  patrons  unless  the  cooperative  includes 
them  in  computing  taxable  income. 

5.  Business  with  nonmembers  may  not  exceed  50  per- 
cent of  the  cooperative's  total  business,  and  purchasing  for 
persons  ^vho  are  neither  members  nor  producers  may  not  exceed 
15  percent  of  the  cooperative's  total  piuxhasing. 

6.  Nonmembers  are  to  be  treated  the  same  as  members 
in  such  business  transactions  as  pricing,  pooling,  or  payment  of 
sales  proceeds,  in  prices  of  stipplies  and  equipment,  in  fees 
charged  for  services,  or  in  the  allocation  of  patronage  reftuids 
to  the  accounts  of  patrons. 


""See,  e.g.,  Announcement  67-2.  I.R.B.  1967-3,  21  (based  on  News 
Release  IR  854,  dated  Dec.  15.  1966),  reporting  with  respect  to  fanners' 
cooperative  income  tax  returns  that  "exempt  cooperatives  paid  $2  million 
in  taxes  for  1963,  nonexempt  cooperatives  paid  $13  million." 

"^  Farmer  Cooperatives  in  the  United  States,  1965,  FCS  Bull.  No.  1,  p.  19, 
Farmer  Cooperative  Ser\-ice,  U.S.  Dept.  Agr. 
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7.  Permanent  records  of  the  patronage  and  equity 
interest  of  all  members  and  nonmembers  must  be  maintained. 

8.  The  legal  structure  of  the  organization  must  be 
cooperative  in  character  and  contain  no  provisions  inconsistent 
with  these  requirements,  and  the  association  must  be  actually 
operated  in  the  manner  and  for  the  purposes  outlined  in  the 
requirements. 

These    eight    requirements    are    discussed    in    more    detail 
beginning  on  page  36. 


Application  for  521  Status  and  Tax  Returns 

In  order  to  establish  its  section  521  status,  every  organization 
claiming  that  it  qualifies  thereunder  must  file  a  Treasury 
Department  Form  1028.  The  Form  1028  should  be  executed 
in  accordance  with  the  instructions  thereon  and  filed  with 
the  District  Director  for  the  internal  revenue  district  in  which 
is  located  the  principal  place  of  business  or  principal  office 
of  the  organization.  Section  521  status  is  not  automatic. ^^ 

A  ruling  or  determination  letter  will  be  issued  in  advance 
of  operations  of  a  farmers'  cooperative,  provided  it  is  shown 
that  the  cooperative  is  organized  and  will  be  operated  for  the 
purposes  stated  in  section  521.^^ 

The  proposed  operations  must  be  described  in  sufficient 
detail  to  permit  a  conclusion  that  the  cooperative  clearly 
qualifies.  A  mere  statement  of  a  cooperative's  purposes  or  a 
statement  that  proposed  activities  will  be  in  furtherance  of  such 
purposes  is  not  sufficient  to  satisfy  the  requirements  for  an 
advance  ruling. 

Complete  evidence  for  each  year  for  which  qualification 
is  sought  should  be  furnished.  For  example,  if  a  cooperative 
furnishes  information  and  financial  statements  relating  to  one 
fiscal  year,  qualification,  if  in  order,  would  be  approved  for 
that  fiscal  year  and  subsequent  years.  If,  on  the  other  hand, 
a  cooperative  furnishes  the  necessary  information  and  state- 
ments for  several  prior  years,  qualification,  if  in  order,  would 

79Treas.  Reg.  §  1.521-1  (a)  (3)  (e),  and  Rev.  Proc.  69-3,  1969-1  Cum. 
Bull.  389.  See  also  Announcement  70-13,  I.R.B.  1970-5,  63,  based  on 
News  Release  IR-  1010,  dated  January  29,  1970,  outlining  a  centralized 
procedure  established  by  the  Service  for  processing  applications  for  "exemp- 
tion," including  521  cooperatives,  and  for  thorough  audits  of  exempt  organ- 
izations. 

80  Rev.  Proc.  69-3,  1969-1  Cum.  Bull.  389. 
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be  recognized  for  the  years  for  which  complete  evidence  of 
qualification  was  furnished  and  subsequent  years. 

Cooperatives  meeting  the  requirements  of  section  521  must 
file  income  tax  returns,  Form  990-C,  on  or  before  the  1.5th  day 
of  the  ninth  month  following  the  close  of  their  taxable  year. 
The  filing  of  Form  990-C  appears  to  start  the  period  of  limita- 
tion under  chapter  66  of  the  Code. 

Farmer  cooperatives  not  having  521  status  file  the  usual 
corporation  income  tax  returns  (Form  1120).  The  due  date 
of  the  Form  1 120  return  for  such  a  cooperative  is  also  the  15th 
day  of  the  ninth  month  following  the  close  of  the  fiscal  vear 
if  the  cooperati\e  either  (\)  is  imder  an  obligation  to  pay 
patronage  refunds  of  at  least  50  percent  of  its  ''net  earnings" 
from  business  done  ^vith  or  for  its  patrons,  or  (2)  has  actually 
paid  patronage  refunds  in  that  percentage  for  the  most  recent 
taxable  year  it  had  such  "net  earnings. "^^  If  a  cooperative  does 
not  meet  these  standards,  the  due  date  of  its  income  tax  return 
(Form  1120)  is  the  15th  day  of  the  third  month  following 
the  close  of  the  fiscal  year. 

Information  Returns  Required 

The  Re\enue  Act  of  1962  recjuires  certain  tax  information 
reporting  by  farmer  cooperati\es.  Under  this  Act,  all  sub- 
chapter T  cooperatives  must  now  file  annual  information 
returns  on  Forms  1096  and  1099  with  the  Internal  Revenue 
Service  reporting  payments  of  interest,  dividends,  c[ualified 
wTitten  notices  of  allocation  (patronage  refunds)  ,  and  redemp- 
tion of  nonqualified  written  notices  of  allocation  of  SIO  or  more 
a  year  to  any  one  person.^- 

The  1966  per-unit  retain  amendments  require  a  cooperative 
to  include  in  these  annual  returns  the  face  amount  of  qualified 
per-unit  retain  certificates  issued  as  well  as  amounts  paid  in 
redemption  of  nonqualified  certificates  of  SIO  or  more  to  any 
one  person.  Cooperatives  also  must  send  a  statement  to  the 
recipient  shoTving  the  amount  reported  to  the  Internal  Revenue 
Service. 

There  is  an  exemption  from  some  of  these  reporting  require- 
ments. If  a  cooperative  is  primarilv  engaged  in  retail  selling 
of  goods  and  services  that  are  generally  for  nonbusiness  use 
(personal,  li\ing,  or  family  use)  ,  it  may  apply  to  the  Secretary 

81  Int.  Rev.  Code  of  1954,  §  6072 M)  (2). 

8^  Int.  Rev.  Code  of  1954,   §  6044  and  the  regulations  thereunder.  See 
also  Rev.  Rul.  68-236,  1968-1  Cum.  Bull.  382. 
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of  the  Treasury  or  his  delegate  for  an  exemption  from  the 
information  reporting  requirement.^^ 

Audits  and  Revocation  of  Status 

Once  a  ruling  or  determination  letter  is  obtained,  it  is  not 
necessary  to  refile  for  qualification  unless  substantial  changes 
are  made  in  the  organization  or  its  activities.  An  association 
is  required,  however,  to  furnish  information  annually  on 
Treasury  Form  990-C,  which  relates  to  its  section  521  status. 

The  Internal  Revenue  Service  is  not  precluded  from  making 
an  investigation  of  such  an  organization  to  determine  its  eligi- 
bility, or,  the  amount  of  its  tax  liability .^"^ 

Qualification  continues  only  so  long  as  the  legal  setup  and 
the  operating  methods  are  in  accord  with  the  requirements 
of  the  applicable  statutes  and  regulations.^^  Thus  a  change 
in  status  can  occur  even  though  the  letter  of  determination 
is  not  withdrawn,  canceled,  or  revoked  by  the  Internal  Revenue 
Service. 

In  an  early  case  it  was  held  that  if  an  association  has  been 
erroneously  granted  exemption,  this  ruling  is  not  binding 
on  subsequent  Commissioners  of  Internal  Revenue  who  may 
set  the  so-called  exemption  aside  and  then  proceed  to  collect 
income  taxes  for  the  entire  period  in  question.^^  In  the  case 
cited,  as  no  income  tax  returns  had  been  filed  the  statute 
of  limitations  had  not  run. 

It  has  also  been  held  that  the  filing  of  Form  990^^  would 
not  start  the  running  of  the  statute,  because  it  was  not  a  tax 
return  and  did  not  supply  adequate  information  from  which 
the  amount  of  tax,  if  any,  could  be  determined.^^  On  the  other 
hand.  Form  990-C,  which  is  the  tax  return  section  521  farmer 


83  Int.  Rev.  Code  of  1954,  §  6044(c). 

84  United  States  v.  Stiles,  56  F.  Supp.  881  (W.D.  Ark.  1944).  See  also 
announcement  70—13,  I.R.B.  1970—5,  63,  relating  to  audits,  cited  at  footnote 
79,  supra. 

8^  See  Rev.  Proc.  69-3,  1969-1  Cum.  Bull.  389,  for  discussion  of  procedure 
in  case  of  revocation  or  modification  of  determination  letters  and  protests 
of  adverse  determinations. 

8^  Southern  Maryland  Agricultural  Fair  Association,  40  B.T.A.  549 
(1939).  See  also  Lorain  Avenue  Clinic,  31  T.C.  141,  163  (1958) ;  Southern 
Hardwood  Traffic  Association  v.  United  States,  411  F.  2d  563  (6th  Cir. 
1969),  aff'g  283  F.  Supp.  1013  (W.D.  Tenn.  1968),  where  the  Commis- 
sioner was  not  estopped  to  correct  a  mistake  of  law  and  he  was  held  not  to 
have  abused  his  discretion  in  revoking  an  exemption  retroactively. 

8^  The  information  return  required  to  be  filed  by  certain  "exempt"  organi- 
zations after  1943. 

^^  Automobile  Club  of  Michigan  v.  Commissioner,  353  U.S.  180  (1957). 
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cooperatives  must  now  file,  would,  however,  be  sufficient,*^ 
and  the  filing  of  this  form  would  start  the  running  of  the 
statute. ^^ 

Not  only  mav  an  "exemption"  which  has  been  improperly 
allowed  be  set  aside  and  the  association  be  held  liable  for 
income  taxes,  but  if  the  Service  erroneously  makes  a  refund 
to  an  association  such  refund  mav  be  recovered  by  the 
Government. ^^ 

For  an  organization  which  ^vas  exempt  from  the  tax  but 
subsequently  became  taxable,  it  was  necessary  in  computing  the 
gain  or  loss  from  the  sale  or  exchange  of  property  to  reduce 
the  basis  by  the  amoimt  of  depreciation  sustained  with  respect 
to  the  property  for  the  period  it  was  held  while  the  taxpayer 
^vas  exempt,  as  well  as  subsequently.^^ 

Under  the  established  practice  of  the  Internal  Revenue 
Service,  exemption  comes  to  an  end  on  the  day  a  cooperative 
ceases  operations.  Accordingly,  e\en  prior  to  December  31, 
1951,  if  gains  were  realized  on  the  sale  of  assets  after  the 
association  had  ceased  to  operate,  the  cooperative  was  required 
to  file  an  income  tax  return  and  pav  a  tax  if  one  was  due. 

General 

If  an  association  is  not  organized  so  as  to  meet  the  require- 
ments for  521  status,  it  is  ineligible  therefor.  "It  is  elementary," 
said  the  Board  of  Tax  Appeals,^"  "that  if  the  petitioner  may 
successfully  claim  that  it  is  exempt  from  income  tax  under 
the  *  *  *  law  it  must  be  because  it  fills  all  of  the  requirements 
of  the  statute  "^  *  *."  The  Board  went  on  to  say: 

The  inidisputed  proof  in  this  case  shows  that  at  least 
30  percent  of  the  profit  realized  by  the  petitioner  from 


^^  In  this  connection  note  that  section  6501(g)  (2;  of  the  Code  provides 
that  "If  a  taxpayer  determines  in  good  faith  that  it  is  an  exempt  organiza- 
tion and  files  a  return  as  such  under  section  6033,  and  if  such  taxpayer  is 
thereafter  held  to  be  a  taxable  organization  for  the  taxable  year  for  which 
the  return  is  filed,  such  return  shall  be  deemed  the  return  of  the  organiza- 
tion for  purposes  of  this  section." 

^^  For  applicable  statute,  see  Int.  Rev.  Code  of  1954,  §  6501-6533. 

^1  Producers  Creamery  Co.  v.  United  States,  55  F.  2d  104  f5th  Cir.  1932). 

92  G.C.M.  27491,  1952-2  Cum.  Bull.  221.  Since  this  ruling  revoked  G.C. 
M.  10857,  XI-2  Cum.  Bull.  105  (1932),  which  held  to  the  contran^  it 
applies  onlv  to  sales  occurring  in  taxable  vears  beginning  after  December 
31,  1950. 

^^  Farmers  Union  Cooperative  Co.,  33  B.T.A.  225.  at  228  (1935),  afd. 
90  F.  2d  488  (8th  Cir.  1937).  See  also  Council  Bluffs  Grape  Growers 
Association,  U^.T.A.  152  (1941). 
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the  operation  of  its  elevator  department  was  from  non- 
stockholders to  whom  it  did  not  and  could  not  turn  back 
anything  other  than  the  original  price  paid  them  for  their 
grain,  which  was  the  market  price.*** 

#  #  #  *  # 

*  *  *  The  petitioner's  case  is  not  strengthened  by  the 
fact  that  up  to  the  end  of  the  year  1928  it  had  not  paid  any 
patronage  dividends  with  the  exception  of  certain  patron- 
age dividends  in  the  form  of  shares  of  stock  upon  the  busi- 
ness of  1918.  The  simple  fact  is  that  the  petitioner  was  not 
in  1928  organized  to  come  within  the  exempting  pro- 
visions of  the  statute. 

The  eight  requirements  for  section  521  status  previously 
summarized  are  discussed  in  more  detail  in  the  following 
paragraphs. 

Farmers',  Fruit  Growers',  or  Like  Associations 

Section  521  status  is  available  only  to  organizations  of 
"farmers',  fruit  growers',  or  like  associations."  They  must  be 
organized  and  operated  on  a  cooperative  basis.^''  Both  market- 
ing associations  and  purchasing  associations  may  qualify.  If 
a  marketing  organization,^^  it  must  be  for  the  purpose  of  mar- 
keting the  products  of  members  or  other  producers,  and  turning 
back  to  them  the  proceeds  of  sales,  less  the  necessary  marketing 
expenses,  on  the  basis  of  either  the  quantity  or  the  value  of  the 
products  furnished  by  them.  If  a  purchasing  organization,^^ 
it  must  be  for  the  purpose  of  purchasing  supplies  and  equip- 
ment for  the  use  of  members  or  other  persons,  and  turning 
over  such  supplies  and  equipment  to  them  at  actual  cost,  plus 
necessary  expenses. 

An  association  engaged  in  both  marketing  farm  products 
and  in  purchasing  supplies  and  equipment  may  qualify  under 
section  521  if,  as  to  each  of  its  functions,  it  meets  the  require- 
ments of  the  Code.^^ 

The  courts  have  held  that  the  term  'like  associations"  in 
section  521  (b)  (1) ,  by  reason  of  its  association  with  the  words 


94  Int.  Rev.  Code  of  1954,  §  521  (b)  (1). 

95  Int.  Rev.  Code  of  1954,  §  521  (b)  ( 1 )  (A) . 
96lnt.Rev.Codeof  1954,  §521  (b)  (1)  (B). 

97Treas.  Reg.  §  1.521-1  (c).  Rev.  Rul.  67-253,  1967-2  Cum.  Bull.  214, 
holds  that  a  marketing  and  purchasing  association  did  not  qualify  where  it 
had  not  established  net  savings  of  either  of  its  departments,  had  not  kept 
records  of  business  done  with  its  marketing  patrons,  and  had  not  allocated 
any  patronage  refunds  to  its  marketing  patrons. 

36 


"farmers'  "  and  "fruit  growers',"  is  limited  by  them  and  refers 
only  to  associations  of  farmers  or  others  engaged  in  like  occu- 
pations.®® 

The  Internal  Revenue  Service  takes  the  position  that  for 
a  cooperative  to  qualify,  it  must  be  an  association  which 
markets  agrictiltural  products  or  purchases  supplies  and  equip- 
ment for  persons  engaged  in  producing  agricultural  products. ^^ 
Associations  composed  of  other  than  agricultural  producers 
would  not  qualify. 

The  incltision  of  a  substantial  number  of  nonproducers 
in  an  otherwise  qualified  cooperative  would  also  destroy  the 
521  status  of  the  cooperative  on  the  ground  that  it  ceases  to  be  a 
farmers'  association. ^°° 

Producers  of  grain,  fruit,  nuts,  vegetables,  tobacco,  poultry 
and  eggs,  as  well  as  dairymen  and  livestock  ranchers,  have 
formed  cooperatives  eligible  under  section  521.^°^  On  the  other 
hand,  harbor  boat  pilots,  garbage  collectors,  advertising  agents, 
apartment  owners,  or  persons  buying  for  resale  to  the  general 
public  have  not  been  able  to  form  associations  that  qualify.^^^ 

Identifying  those  organizations  that  are  "like"  associations 
of  farmers  is  not  always  easy.^°^  The  Internal  Revenue  Service, 
applying  the  principle  of  ejusdem  generis,  declared  that  a  pur- 
chasing cooperative  of  fishermen  and  oyster  growers  would 
not  qualify  under  section  521  even  though  State  laws  include 


^^  Sunset  Scavenger  Company,  Inc.  v.  Commissioner,  84  F.  2d  453  (9th 
Cir.  1936;  :  Garden  Homes  Co.  26  B.T.A.  441,  462  (1932),  reversed  on 
other  grounds,  e\Y.  2d  d9?>  (7th  Cir.  1933). 

99G.C.M.  8619,X-1  Cum.  Bull.  150  (1931). 

^^^  Cooperative  Central  Exchange,  27  B.T.A.  17  (1932).  See  also  discus- 
sion under  "Capital  Stock"  infra. 

lo^Treas.  Reg.  §  1.521-1  (a)  ( 1 ) .  See  also  Producers'  Produce  Co.  v. 
Crooks,  2  F.  Supp.  969  (W.D.  Mo.  1932)  (poultry  and  eggs);  Eugene 
Fruit  Growers  Association,  37  B.T.A.  993  (1938)  (fruits,  vegetables,  and 
nuts)  ;  Sumner  Rhubarb  Growers'  Association,  10  CCH  Tax  Ct.  Memo. 
465  (1951)  ('vegetables)  :  Long  Poultry  Farms,  Inc.  v.  Commissioner,  249 
F.  2d  726  (4th  Cir.  1957)  (poultr%').  C/.,  Rev.  Rul.  57-358,  1957-1  Cum. 
Bull.  42  (tobacco). 

^^^  Mobile  Bar  Pilots  Association,  35  B.T.A.  12  (1936),  rev'd  on  other 
grounds,  97  F.  2d  695  (5th  Cir.  1938)  (harbor  boat  pilots) ;  Sunset  Scaven- 
ger Company,  Inc.  v.  Commissioner,  84  F.  2d  453  (9th  Cir.  1936)  (garbage 
collectors  i  ;  National  Outdoor  Advertising  Bureau,  Inc.  v.  Helvering,  89  F. 
2d  878  ('2d  Cir.  1937)  (advertising)  ;  Garden  Homes  Co.  v.  Commissioner, 
64  F.  2d  593  f7th  Cir.  1933)  (cooperative  apartment)  ;  Northwestern  Drug 
Co.,  14  B.T.A.  222  (1928)  (sale  of  drugs);  G.C.M.  8619,  X-1  Cum.  Bull. 
150  (1931)  (marketing  building  materials). 

^^^  See  Logan.  Federal  Income  Taxation  of  Farmers'  and  Other  Coopera- 
tives, 44  Texas  L.  Rev.  250  at  252-257  (1965). 
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fish  and  seafood  within  the  term  "agricultural  products. "^'^'^ 
A  later  ruling,  however,  holds  that  a  cooperative  to  market 
fish  raised  by  its  members  in  privately  owned  waters  can  qualify 
because  the  fish  are  "farm-raised"  crops  and  hence  farm 
products. ^°^ 

A  cooperative  that  owned  bulls  and  provided  artificial  breed- 
ing service  to  the  cattle  of  its  members  has  been  held  quali- 
fied.^°^  The  cooperative's  activities  constituted  the  furnishing 
of  farm  supplies  to  its  members  since  the  product  furnished 
enabled  them  to  produce  livestock.  But  a  cooperative  whose 
only  activities  consisted  of  caring  for  and  maintaining  its 
patrons  citrus  groves  and  harvesting  their  crops  did  not 
qualify.^^^  This  ruling  recognizes  that  grove  caretaking  and 
harvesting  are  farming  activities,  but  states  that  they  do  not 
involve  the  sale  or  the  processing  for  sale  of  agricultural 
products.  These  activities,  according  to  the  ruling,  do  not 
constitute  "marketing"  within  the  meaning  of  the  statute  nor 
the  purchase  of  supplies  and  equipment  which  the  regula- 
tions ^°^  define  to  include  "groceries  and  all  other  goods  and 
merchandise  used  by  farmers  in  the  operation  and  maintenance 
of  a  farm  or  farmers'  household." 

A  cooperative  which  acquires  the  beneficial  use  of  land  and 
apportions  it  among  its  members  for  grazing  their  livestock 
qualifies  under  section  521.^^^ 

The  scope  of  permissible  activity  by  a  section  521  cooperative 
is  quite  broad.  Associations  have  been  allowed  to  manufacture 
their  products,  to  change  the  form  of  raw  materials,  and  in 
some  instances  to  operate  subsidiaries,  so  long  as  the  operations 
are  not  on  an  ordinary  profitmaking  basis. ^^^ 

A  dairy  cooperative  can  make  butter,  cheese,  and  other  dairy 


104  Rev.  RuL  55-61 1,  1955-2  Gum.  Bull.  270. 

105  Rev.  RuL  64-246,  1964-2  Cum.  Bull.  154. 

106  Rev.  RuL  68-76,  1968-1,  Cum.  Bull.  285. 

107  Rev.  RuL  66-108,  1966-1  Cum.  Bull.  154.  See  Dr.  P.  Phillips  Coopera- 
tive, 17  T.C.  1002  at  1009-1010  (1951). 

108  Treas.  Reg.  §  1.521-1  (b). 

109  Rev.  RuL  67-429,  1967-2  Cum.  Bull.  218. 

110  S.  Rep.  No.  52,  69th  Cong.,  1st  sess.,  24  (1926)  ;  H.R.  Rep.  No.  356, 
69th  Cong.,  1st  sess.,  36-37  (1926).  With  respect  to  subsidiaries,  Rev.  RuL 
69-575,  I.R.B.  1969-46,  13,  holds  that  a  521  cooperative  will  lose  its  status  if 
a  subsidiary  of  the  cooperative  handling  nonmember-nonproducer  business 
fails  to  make  patronage  refunds  to  nonmembers  or  violates  the  15  percent 
limitation  on  nonmember-nonproducer  business.  In  other  words,  a  521 
cooperative  may  not,  through  a  subsidiary,  carry  on  functions  or  methods 
of  operation  not  permitted  in  its  own  operations. 
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products. ^^^  A  livestock  marketing  association  may  slaughter 
animals  and  process  the  meat.^^"  A  marketplace  may  be  oper- 
ated bv  a  cooperative/^^  and  it  may  collect,  store,  sort,  grade, 
and  process  fruits  and  vegetables,  cottonseed,  and  soybeans/^^ 
And  it  may  own  and  operate  canneries. ^^'^  In  operating  a  can- 
nery, a  cooperative  would  seem  to  be  providing  "supplies  and 
equipment"  for  its  members  and  others  whom  it  is  organized 
to  serve. 

In  some  cases,  a  cooperative  may  perform  both  a  marketing 
and  a  supply  function  and,  as  long  as  to  each  activity  it  meets 
the  tests  of  the  statute,  it  would  qualify  under  section  521.^^^ 
Many  cooperatives  so  operate  for  the  benefit  of  their  members. 

Purchasing  or  supply  activities  frequently  pose  questions 
of  meeting  a  condition  of  section  521  qualification  found  in  the 
regulations  that  a  cooperative  shall  not  engage  in  "occupations 
dissimilar  from  those  of  farmers,  fruitgrowers,  and  the  like."^^^ 

A  fruitgrowers'  exchange  organized  a  corporation  to  buy  the 
basic  ingredients  for  fertilizer  and  manufacture  the  finished 
product  in  plants  which  it  owned.  This  corporation  then 
acquired  large  tracts  of  timber  together  with  mills  to  fabricate 
crates  which  it  sold  to  the  members  of  the  parent  organization. 
All  of  this  was  held  to  be  a  permissible  activity.  The  ruling 
concludes  that  the  corporation  was  merely  fulfilling  the  respon- 
sibility of  a  purchasing  or  supply  cooperative  in  providing 
supplies  and  equipment  at  the  lo^vest  possible  cost  to  the 
fruitgrowers. ^^^ 

A  petroleum  refinery  has  been  owned  and  operated  by  a  sub- 

^^^  Treas.  Reg.  §  1.521— 1  (a)  (1 ) ;  Anamosa  Farmers  Creamery  Co.,  13 
B.T.A.  907  (1928j,a^g.,VIII-l  Cum.  Bull.  2  fl929j. 

112  l.T.  1914,  III-l  Cum.  Bull.  287  (1924). 

ii-^  Rev.  Rul.  67-430,  1967-2  Cum.  Bull.  220,  restates  existing  law  under 
the  current  law  and  regulations  and  the  position  set  forth  in  l.T.  2720, 
XII-2  Cum.  Bull.  71  (1933).  The  cooperative  furnishes  market  facilities 
where  its  farmer  members  assemble,  display,  advertise,  and  sell  their  fruits, 
vegetables,  and  other  farm  products.  The  ruling  holds  that  the  term  "mar- 
keting" as  used  in  section  521  not  only  includes  the  sale  of  farm  products  by 
a  cooperative  but  other  activities  necessar\'  to  the  sale  of  products.  "Market- 
ing" is  broad  enough  to  include  "all  activities  which  are  an  integral  part 
of  the  marketing  function." 

114  See.  e.g.,  William  A.  Joplin,  Jr..  17  T.C.  1526  (1952),  acq.,  1954-2 
Cum.  Bull.  4;  Everett  G.  Maley,  17  T.C.  260  (1951),  nonacq.,  1952-1 
Cum.  Bull.  6. 

115  Eugene  Fruit  Growers  Association,  37  B.T.A.  993  (1938) . 

11®  South  Carolina  Produce  Association  v.  Commissioner,  50  F.  2d  742 
(4th  Cir.  1931 ).  See  also  footnote  97,  supra. 
11' Treas.  Reg.  §  1.521-UdK 
118  S.M.  2288.  III-2  Cum.  Bull  233  ^924). 
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sidiary  of  a  qualified  section  521  cooperative/^^  The  refinery 
produced  heavy  fuel  oils,  distillates,  and  other  byproducts  not 
usable  by  farmer  patrons  which  were  sold  to  railroads,  steel 
mills,  and  others  who  did  not  get  patronage  refunds.  Exchange 
arrangements  were  made  with  other  refineries  to  have  refinery 
products  delivered  to  farmer  patrons  from  stocks  located  most 
convenient  to  them.  These  activities  were  approved  since  they 
effected  savings  to  the  farmer  members  of  the  controlling 
association. 

In  another  case,^^^  the  association  sold  ice  and  ice  cream 
because  it  had  found  it  necessary  to  the  refrigeration  of  the 
association's  products  to  purchase  an  ice  and  ice  cream  factory 
located  on  property  adjoining  the  cannery  it  operated.  The 
continuation  of  the  ice  and  ice  cream  business  reduced  the 
refrigeration  costs  which  would  otherwise  have  been  chargeable 
to  the  fruit  marketing  pools.  Also,  to  utilize  more  effectively 
a  machine  shop  which  it  ran  as  a  necessary  adjunct  of  a  cannery, 
some  custom  work  was  done  there  on  a  commercial  basis. 
None  of  the  persons  who  purchased  ice  or  ice  cream  or  who 
patronized  the  machine  shop  shared  in  patronage  refunds. 
Passing  on  this  phase  of  the  cooperative's  activities,  the  Board 
of  Tax  Appeals  said  at  page  1001: 

Looked  upon  as  a  whole  it  seems  to  us  that  these  "com- 
mercial departments"  were  purely  incidental  to  peti- 
tioner's principal  purpose.  They  were  conducted,  not  for 
their  own  sake,  but  as  an  adjunct  and  supplement  to  the 
cooperative  marketing  of  farm  products.  See  Producers' 
Produce  Co.  v.  Crooks,  2  F  Supp.  969.  This  seems  to  us 
to  be  the  test,  and  not  the  numerical  percentage  of  peti- 
tioner's business  attributable  to  those  branches.  It  may 
be  that  the  proportion  of  business  done  could  be  so  great 
that  it  would  be  unreal  to  consider  such  operations  inci- 
dental. C/.,  Hills  Mercantile  Co.,  22  B.T.A.  114.  On  this 
point  we  need  express  no  opinion,  since  in  our  view 
no  such  contention  could  prevail  on  the  facts  before  us. 


119  Rev.  RuL  54-12,  1954-1  Cum.  Bull.  93,  but  this  ruling  has  been 
reversed  in  part  by  Rev.  Rul.  69-417,  I.R.B.  1969-31,  12,  discussed  in  text 
at  footnote  164.  See  also  Rev.  Rul.  67-346,  1967-2  Cum.  Bull.  216,  holding 
that  exchanges  of  unlike  products  processed  by  nonmember-nonproducers 
could  not  be  disregarded  in  determining  the  15  percent  nonmember-non- 
producer  limitation  of  section  521(b)  (4)  of  the  Code.  Rev.  Rul.  54-12  is 
distinguished  on  the  ground  that  it  involved  an  exchange  of  like  products 
to  effect  transportation  cost  savings.  See  text  at  footnote  165,    infra. 

120  Eugene  Fruit  Growers  Association,  37  B.T.A.  993  (1938). 
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The  principle  we  have  stated  has  been  applied  in  con- 
struing other  subsections  of  section  103  and  similar  pro- 
visions, and  we  see  no  reason  to  reach  a  different  result 
here.  Santee  Club  v.  White,  87  Fed.  (2d)  5;  King  County 
Insurance  Association,  37  B.T.A.  288;  Trinidad  v.  Sagrada 
Orden  de  Predicadores,  263  U.S.  578;  Unity  School  of 
Christianty,  supra;  Sand  Springs  Home,  6  B.T.A.  198. 
And  it  is  to  be  noted  that  there  is  no  statutory  require- 
ment that  petitioner  be  engaged  "exclusively,"  in  coop- 
erative marketing,  as  there  was  in  some  of  the  provisions 
construed  by  those  decisions,  but  merely  that  it  be  "organ- 
ized and  operated  on  a  cooperative  basis  (a)  for  the  pur- 
pose of  marketing  the  products  of  members***."  We 
believe  petitioner  falls  clearly  within  that  definition. 

A  section  521  cooperative  sold  to  nonmembers  who  received 
no  patronage  refunds  but,  in  revoking  its  status,  no  challenge 
was  made  to  the  right  of  the  cooperative  to  buy  timber  or  plants 
to  make  box  shook  or  other  products  used  by  producers. ^^^ 

In  other  cases  cooperatives  operating  grain  elevators,  feed 
and  general  merchandising  stores,  machinery  supply  and  repair 
shops,  gasoline  service  stations,  and  the  like,  have  lost  their 
section  521  status,  but  the  scope  of  their  activities  were  not 
questioned — 521  status  was  denied  for  other  reasons. ^^^  These 
cases  do  not,  of  course,  represent  authority  for  a  cooperative 
to  engage  in  the  activity  involved.  But,  to  repeat,  the  scope 
of  the  activity  was  not  questioned. 

Caution  has  been  suggested ^^^  in  relying  on  Eugene  Fruit 
Growers  Association,^^^  discussed  above,  as  a  basis  for  measur- 
ing the  scope  of  permissible  activity.  The  holding  is  thought 
not  to  justify  extensive  commercial  operations  by  a  section 
521  cooperative.  In  that  case,  the  court  found  that  substantial 
noncooperative,  commercial  activities  were  not  such  a  depar- 

^^^  Fruit  Growers'  Supply  Co.  v.  Commissioner,  56  F.  2d  90  (9th  Cir. 
1932) ;  cf.  Texsun  Supply  Corp.,  17  TC.  433  (1951). 

^^^  See  e.g..  Farmers  Union  Cooperative  Co.  v.  Commissioner,  90  F.  2d 
488  (8th  Cir.  1937);  Farmers  Cooperative  Co.  v.  United  States,  23  F. 
Supp.  123  (Ct.  CI.  1938)  ;  Farmers  Union  Cooperative  Supply  Co.  v. 
United  States,  23  F.  Supp.  128  (Ct.  CI.  1938) ;  Farmers  Union  Cooperative 
Oil  Co.,  38  B.T.A.  64  (1938);  Farmers  Union  Cooperative  Co.  33  B.T.A. 
225  (1935);  Hills  Mercantile  Co.  22  B.T.A.  114  (1941);  cf.  Cooperative 
Oil  Association  v.  Commissioner,  115  F.  2d  666  (9th  Cir.  1941). 

^^^  Kemer,  Income  Tax  and  Cooperatives,  California  Farm  and  Ranch 
Law  447  at  457  (1967).  See  also  Logan,  Federal  Income  Taxation  of 
Farmers'  and  Other  Cooperatives,  44  Tex.  L.  Rev.  250  at  251-257  (1965). 

12*37  B.T.A.  993  (1938),  discussed  at  footnote  120,  supra. 
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ture  from  the  basic  or  primary  cooperative  function  as  to  cause 
a  loss  of  status. 

While  the  courts  seem  to  have  displayed  no  great  tendency 
to  apply  restrictive  tests  in  judging  the  activities  of  farmer 
cooperatives,  there  is  a  discernible  leaning  in  the  direction 
of  a  stricter  construction  of  the  statute  in  recent  revenue 
rulings  and  procedures.  The  "look  through"  ruling  applicable 
to  federated  cooperatives  and  the  recent  ruling  on  byproduct 
sales  are  examples. ^^^ 

Members  and  Producers 

A  number  of  questions  under  section  521  involve  a  determi- 
nation of  who  is  a  "member."  The  regulations^^®  provide  that 
anyone  "who  shares  in  the  profits  of  a  farmers'  cooperative" 
and  is  entitled  to  "participate  in  the  management"  of  the 
cooperative  "must  be  regarded  as  a  member."  In  a  cooperative 
organized  as  a  stock  corporation,  membership  would  ordinarily 
be  acquired  through  ownership  of  at  least  one  share  of  voting 
stock.  In  one  case,^^^  it  was  held  that  persons  not  entitled 
to  participate  in  the  management  of  the  association  could  not 
be  regarded  as  members. 

Also  important  are  questions  involving  the  "producer"  status 
of  certain  persons.  Revenue  Ruling  67-422  ^^^  sets  forth  cir- 
cumstances under  which  a  person  may  be  considered  a  producer 
for  purposes  of  section  521.  In  general,  a  person  is  a  producer 
if,  as  owner  or  tenant,  he  bears  the  risks  of  production,  culti- 
vates, operates,  or  manages  a  farm  for  gain  or  profit — in  short, 
if  he  is  engaged  in  the  trade  or  business  of  farming.  A  person 
who  receives  a  rental  (either  in  cash  or  in  kind)  which  is  based 
upon  farm  production  is  also  a  producer. 

Generally,  a  person  who  receives  a  fixed  rental  or  other 
fixed  compensation  (without  reference  to  production)  is  not 
a   producer.   The  ruling  sets   forth   the   following   examples 

125  Rev.  Rul.  69-651,  I.R.B.  1969-52,  16;  Rev.  Rul.  69-417,  I.R.B.  1969- 
31,  12.  See  also  H.R.  Rep.  91-782,  91st  Gong.,  1st  sess.  323,  (1969)  where 
the  following  appears:  "The  conference  noted  that  the  Treasury  Depart- 
ment and  congressional  staffs  had  been  requested  by  the  Committee  on  Fi- 
nance to  study  problems  in  the  tax  treatment  of  cooperatives,  particularly  as 
to  whether  cooperatives  engage  in  activities  which  are  unrelated  to  the  pur- 
pose for  which  special  tax  treatment  is  given  and  that  a  report  had  been 
requested  on  this  subject.  The  conferees  requested  that  this  report  be  made 
by  January  1,  1972." 

i26Treas.Reg.  §  1.521-l(a)(3).^ 

^"^"^  Producers  Livestock  Marketing  Association  of  Salt  Lake  City,  45 
B.T.A.  325  (1941). 

128  1967-2  Cum.  Bull.  217. 
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of   circumstances    in    which    the    Service    has    considered    the 
producer  status  of  a  person: 

(1)  A  landowner  leases  his  land  to  a  tenant  farmer  for 
a  specified  number  of  years.  Under  the  terms  of  the 
lease  agreement  the  tenant  farmer  agrees  to  farm  the  land 
and  pay  the  landowner  a  rental  based  on  a  certain  fixed 
percentage  of  the  farm  crops  produced.  The  tenant  farmer 
has  the  option  of  paying  the  landowner  in  farm  crops 
or  their  equivalent  value  in  cash.  Both  the  landowner  and 
the  tenant  farmer  qualify  as  producers. 

(2)  A  stockbroker  owns  pasture  land  which  he  rents 
to  a  dairy  farmer  who  uses  the  land  to  graze  his  dairy 
cattle.  The  dairy  farmer  pays  the  stockbroker  a  periodic 
fixed  rental  fee.  The  rental  activity  by  the  stockbroker 
does  not  qualify  him  as  a  producer. 

(5)  An  insurance  agent  is  engaged  in  the  business  of 
raising  and  selling  chickens  on  a  part-time  basis.  He  qual- 
ifies as  a  producer. 

(4)  A  physician,  actively  engaged  in  carrying  on  a  med- 
ical practice,  is  also  engaged  in  the  business  oi  operating 
a  dairy  farm  through  a  manager.  The  manager  is  paid 
a  fixed  salary  and  has  authority  to  make  most  managerial 
decisions  for  his  principal.  The  physician  qualifies  as  a  pro- 
ducer. The  manager's  employment  does  not  qualify  him 
as  a  producer. 

(5)  The  facts  are  the  same  as  example  (4)  except  that 
the  manager  and  the  physician  entered  into  a  partnership 
arrangement  for  the  operation  of  the  farm  pursuant 
to  which  the  manager  receives  a  percentage  of  the  net 
profit  of  the  farm  rather  than  a  salary.  Both  the  manager 
and  the  physician  qualify  as  producers. 

(6)  A  profitmaking  corporation  which  manufactures 
fertilizer  also  maintains  land  devoted  to  raising  farm 
products  for  sale  at  a  profit.  The  corporation  qualifies 
as  a  producer. 

If  a  person  acquires  a  growing  crop,  a  sufficient  period  of  time 
must  elapse  between  the  purchase  and  harvest  to  evidence  the 
taking  of  the  risks  and  responsibilities  of  the  owner  of  grow- 
ing crops  as  opposed  to  taking  only  the  risks  of  market  value 
at  time  of  harvest. ^^^  Only  then  is  he  considered  a  producer 
by  the  Service. 

It  has  been  held  that  where  a  feed  dealer  furnishes  poultry 

'^^Dr.  P.  Phillips  Cooperative,  17  T.C.  1002  (1951). 
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to  a  grower  and  the  grower  agrees  to  feed  and  care  for  the 
birds  and  turn  them  over  to  the  dealer  for  marketing  through 
a  farmer  cooperative,  both  the  feed  dealer  and  the  grower 
qualify  as  producers. ^^^ 

Capital  Stock 

Strict  limitations  are  imposed  on  a  cooperative  organized 
with  capital  stock,  although  the  fact  that  it  has  capital  stock 
will  not  disqualify  the  association  for  section  521  status. ^^^  The 
limitations  relate  to  type  of  stock  that  may  be  issued,  the  extent 
to  which  its  ownership  may  be  dispersed,  and  the  rate  of  div- 
idends that  may  be  paid  thereon. 

Substantially  all  the  voting  stock  of  an  association  must 
be  owned  by  producers  who  market  their  products  or  purchase 
their  supplies  through  the  association.  The  Internal  Revenue 
Service  has  said:^^^ 

It  is  impracticable  to  attempt  to  define  the  term  "sub- 
stantially all"  as  used  in  the  statutes  under  discussion 
for  the  reason  that  what  constitutes  substantially  all  of  the 
capital  stock  of  a  cooperative  marketing  association  is 
a  question  of  fact,  which  must  be  decided  in  the  light 
of  the  circumstances  surrounding  each  particular  case. 
Any  ownership  of  stock  by  other  than  actual  producers 
must  be  explained  by  the  association.  The  association  will 
be  required  to  show  that  the  ownership  of  its  capital  stock 
has  been  restricted  as  far  as  possible  to  actual  producers 
who  market  their  products  through  the  association.  How- 
ever, if  by  statutory  requirement  the  officers  of  an  associa- 
tion must  be  shareholders,  the  ownership  of  a  share  of  stock 
by  a  nonproducer  to  qualify  him  as  an  officer  will  not 
destroy  the  association's  exemption;  or  if  a  shareholder 
for  any  reason  ceases  to  be  a  producer  and  the  association 
is  unable,  because  of  a  constitutional  inhibition  or  other 
reason  beyond  the  control  of  the  association,  to  purchase 
or  retire  the  stock  of  such  nonproducer,   the  fact  that 


130  Rev.  Rul.  58-483,  1958-2  Cum.  Bull.  277. 

131  Int.  Rev.  Code  of  1954,  §  521  (b)  (2) . 

132  Mim.  3886,  X-2  Cum.  Bull.  164  (1931).  Of  course,  patrons  of  a  stock 
association  who  do  not  own  at  least  one  share  of  stock,  may  not  be  counted 
as  "shareholders."  Their  patronage  would  represent  "nonmember"  business. 
Producers  Livestock  Marketing  Association  of  Salt  Lake  City,  45  B.T.A. 
325  (1941).  Cf.,  In  re  Temtor  Corn  &  Fruit  Products  Co.,  299  F.  326  (E. 
D.  Mo.  1924)  ;  Schlafiy  v.  United  States,  4  F.  2d  195  (8th  Cir.  1925).  The 
courts  in  these  cases  considered  statutory  language  similar,  but  not  identical, 
to  the  "substantially  all"  stock  requirement. 
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under  such  circumstances  a  small  amount  of  the  outstand- 
ing capital  stock  is  owned  by  shareholders  who  are  no 
longer  producers  will  not  destroy  the  exemption.  On  the 
other  hand,  where  a  substantial  part  of  the  stock  was 
voluntarily  sold  to  nonproducers,  exemption  must,  under 
the  statute,  be  denied  as  long  as  such  stock  is  so  held. 

Where  12  percent  of  the  outstanding  common  stock  of  a 
marketing  association  was  held  by  nonproducers  wdth  over 
9  percent  of  such  stock  having  been  voluntarily  sold  or  issued 
to  persons  who  were  neither  farmers  nor  producers,  it  was  held 
in  1926  that  "substantially  all"  the  common  stock  was  not 
owned  by  producers  and  the  association  was  not  entitled 
to  exemption/^^ 

The  ruling  is  cited  because  it  is  one  of  the  earliest  on  the 
subject  of  "substantially  all."  This  ruling,  however,  although 
not  specifically  revoked  or  superseded,  has  been  declared 
obsolete  by  the  Internal  Revenue  Service  along  with  a  number 
of  other  rulings  that  are  not  considered  determinative  with 
respect  to  future  transactions. ^^^  This  action  by  the  Service 
is  part  of  its  program  of  reviewing  rulings  published  in  the 
Internal  Revenue  Bulletin  prior  to  1953.^^^ 

The  Board  of  Tax  Appeals^^^  has  ruled  that  "substantially 
all"  of  the  voting  stock  of  a  cooperative  was  held  by  producers 
w^here  194  shares  of  213  outstanding  shares  were  owned  by 
"persons  who  were  producing  owners  either  directly  or  on 
a  crop-share  basis."  Nineteen  shares  w^ere  owned  by  persons 
who  were  not  producers  during  the  year  in  question,  but  seven 
of  those  19  individuals  "had  been  producers  when  the  stock 
was  acquired  and  one  was  the  widow  of  a  former  producer." 

The  Board  also  found  that  of  the  194  shares  "167,  or  79 
percent,  were  held  by  operating  farmers  and  27  by  persons 
who  operated  their  farms  by  tenant  farmers  and  received  a  crop 
share   (including  dairy  products)  ." 

Two  recent  court  decisions  ^^^  have  construed  the  language 
of  section  521  of  the  Code  providing  that  521  status  shall  not 
be  denied  because  a  cooperative  has  capital  stock  ''**=*=  if  sub- 
•stantially  all  such  stock  ***  is  owned  by  producers  who  market 


133  G.C.M.  557,  V-2  Cum.  Bull.  71  (1926). 

134  Rev.  Rul.  69-30,  1969-1  Cum  Bull.  306. 

135 


Rev.  Proc.  67-6,  1967-1  Cum.  Bull.  576. 

^^^  Farmers  Co-operative  Creamery,  21  B.T.A.  265  (1930),  acq.  1957-2 
Cum.  Bull.  4. 

^^"^  Co-operative  Grain  &  Supply  Co.  v.  Commissioner,  407  F.  2d  1158 
(8th  Cir.  1969)  and  Petaluma  Co-operative  Creamery  v.  Commissioner, 
52T.C.457  (1969). 
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their   products   or    purchase    their   supplies   arid    equipment 
through  the  association."    (Emphasis  added.) 

In  the  Co-operative  Grain  k  Supply  Co.  case  it  was  held 
that  in  order  for  a  cooperative  to  quahfy  under  this  language 
"substantially  all  of  the  shareholder-producers  are  required 
to  market  their  products  and  purchase  their  supplies  through 
the  taxpayer  on  a  current  basis."  The  court  said  flatly:  "That 
is  our  holding."  It  then  added  this  highly  significant  footnote: 

Neither  taxpayer  nor  amicus  has  discussed  the  question 
of  the  amount  or  quantity  of  products  which  currently 
must  be  sold  or  supplies  purchased  through  the  cooper- 
ative. The  Tax  Court  did  not  specifically  discuss  or  resolve 
this  issue.  As  we  read  the  record  this  matter  was  not  in 
controversy,  at  least  not  directly.  The  Commissioner 
in  brief,  however,  assumes  that  substantially  all  of  the 
shareholders-producers  must  market  substantially  all  of 
their  products  and  purchase  substantially  all  of  their  sup- 
plies through  the  cooperative.  The  posture  of  the  record 
is  such  that  we  refrain  from  deciding  this  question.  We 
do  suggest,  however,  that  imposition  of  the  standard  pro- 
posed here  by  the  Commissioner  could  produce  imprac- 
tical and  perhaps  oppressive  results.  We  believe  the  Tax 
Court,  on  remand,  should  resolve  this  question,  if  it  be- 
comes an  issue,  by  application  of  a  reasonable  and  realistic 
standard. 

This  case  arose  on  the  cooperative's  petition  to  review  the 
Tax  Court's  decision  ^^^  where  the  following  statement  had 
been  made  with  respect  to  the  words  "substantially  all"  in 
section  521(b)  (2)  : 

Petitioner,  however,  went  no  further  than  to  argue  that 
substantially  all  of  its  shareholders  were  producers.  It 
made  no  attempt  to  argue  that  its  shareholder-producers 
were  active  patrons  of  the  association  during  the  years 
in  issue.  Nor  did  petitioner  offer  any  evidence  with  the 
purpose  of  proving  this  point.  Consequently,  although 
we  find  that  substantially  all,  if  not  all,  of  petitioner's 
shareholders  were  producers  during  the  years  in  issue, 
we  cannot  find  that  substantially  all  of  petitioner's  share- 
holders were  active  producers,  that  is — producers  who 
marketed  their  products  or  purchased  their  supplies  and 
equipment  through  the  association. 


138  T.G.  Memo.  1967-132. 
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The  cooperative  asserted  before  the  Court  of  Appeals  that 
it  was  in  a  position  to  establish  in  another  hearing  that  it  satis- 
fied the  "current  patronage"  test:  that  it  ^vas  not  an  issue  below 
and  was  raised  for  the  first  time  bv  the  Tax  Court  in  its 
decision.  The  Comt  of  Appeals  concluded  "that  in  the  interest 
of  justice,  the  case  should  be  remanded  to  the  Tax  Court 
to  afford  the  taxpayer  a  full  opportunity  to  produce  additional 
evidence  on  the  question  of  current  patronage." 

In  the  Petaluma  Co-operative  Creamery  case  the  Tax  Court 
decided  its  first  case  involving  the  "substantially  all"  language 
of  section  521  (b)  (2)  following  the  decision  of  the  Court 
of  Appeals  in  the  Co-operative  Grain  &  Supply  Co.  case. 

In  Petaluma,  section  521  status  had  been  denied,  in  part, 
because,  according  to  the  Commissioner,  substantially  all  of  the 
cooperative "s  stock  '^vas  not  o^vned  by  producers  who  marketed 
their  products  through  the  cooperative.  The  Tax  Court  found 
that  during  1958  only  about  45  percent  of  the  shareholders 
delivered  "butterfat"  to  the  cooperative.  These  shareholders, 
according  to  the  court,  owned  approximately  72  percent  of  the 
outstanding  stock. 

During  1959,  only  about  43  percent  of  the  shareholders 
delivered  "butterfat"  to  the  cooperative.  And,  again  according 
to  the  court,  these  shareholders  o^vned  approximately  70  per- 
cent of  the  outstanding  stock.  The  remaining  shareholders 
"either  had  discontinued  dairy  production  or  preferred  to  sell 
their  butterfat  to  companies  such  as  Safeway,  Borden,  and 
Foremost." 

In  its  decision,  the  Tax  Court  considered  as  shareholder- 
producers  only  "those  patrons  who  delivered  some  butterfat" 
to  the  cooperative  during  1958  or  1959.  The  court  noted  that 
it  did  not  consider  it  necessary  to  go  into  the  question  of  the 
"amount  or  quantity  of  products  which  currently  must  be  sold 
to  the  cooperative,"  referring  to  the  footnote  quoted  above 
from  the  Co-operative  Grain  Sc  Supply  case. 

The  Court  of  Appeals  decision  is  taken  by  the  Tax  Court 
as  a  statement  that  it  (the  Tax  Court)  "is  on  sound  ground" 
in  concluding  that  section  521  (b)  (2)  requires  "current  pa- 
tronage" by  shareholder-producers.  "Section  521  does  not," 
concludes  the  Tax  Court,  "define  the  term  'substantially  all.' 
For  purposes  of  the  instant  case,  we  do  not  deem  it  necessary 
to  decide  exactly  ^s'hat  percentage  will  be  sufficient  for  purposes 
of  section  521.  In  any  event,  we  do  not  think  that  70  or  72 
percent  is  enough  under  the  facts  in  this  case  to  constitute 
'substantially  all.'  " 
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There  appear  to  be  two  earlier  cases  which  have  alluded 
to  what  is  now  being  labeled  a  "current  patronage"require- 
ment.  In  the  first  case/^^  the  Board  of  Tax  Appeals  said  "there 
is  no  evidence  that  all  the  members  of  each  of  such  organiza- 
tions are  producers  of  commodities  that  are  marketed  through 
the  petitioner  as  their  agent."  In  the  second  case/^*^  the  Board 
pointed  out  that  the  "evidence  fails  to  show  that  all  of  its 
shareholders  purchased  their  supplies  and  equipment  through 
petitioner."  In  both  cases,  however,  qualification  failed  clearly 
for  other  reasons. 

In  none  of  the  cases  have  the  courts  defined  in  precise  terms 
what  is  meant  by  "current  patronage."  The  Court  of  Appeals 
has  called  for  a  "reasonable  and  realistic"  standard  in  resolving 
the  question  of  the  "amount  or  quantity  of  products  which 
currently  must  be  sold  or  supplies  purchased"  through  a  co- 
operative. The  Internal  Revenue  Service  will  certainly  accept 
this  admonition. 

The  Internal  Revenue  Service  has  ruled  ^^^  that  a  cooperative 
must  restrict  stock  ownership  to  producers  of  agricultural 
products  as  far  as  possible.  A  cooperative  furnished  farm  sup- 
plies and  equipment  to  its  patrons  through  numerous  sales 
outlets.  It  issued  common  stock  with  a  par  value  of  $1  a  share. 
Only  common  stockholders  could  vote,  and  the  charter  pro- 
vided that  ownership  of  this  class  of  stock  was  restricted  to 
producers  of  agricultural  products. 

Records  of  business  transacted  with  individual  patrons  were 
kept  in  order  that  patronage  refunds  might  be  paid  to  the 
patrons  on  the  basis  of  their  purchases  from  the  cooperative. 
If  the  patron  was  a  holder  of  common  stock,  the  refund  was 
issued  in  nonstock  form.  If  the  patron  was  not  a  holder  of  com- 
mon stock,  a  share  of  such  stock  was  mailed  to  him  together 
with  a  letter  requesting  that  he  return  the  stock  for  redemption 
if  he  were  not  actively  engaged  in  farming.  The  Service  con- 
cluded that  these  practices  were  not  adequate. 

The  regulations  ^^^  under  section  521  (b)  (2)  provide  that 
ownership  of  stock  by  others  than  actual  producers  must  be 
satisfactorily  explained  in  the  association's  application  for 
exemption,  and  that  the  association  will  be  required  to  show 
that  the  ownership  of  its  capital  stock  has  been  restricted 
as  far  as  possible  to  actual  producers.  This  regulation  states 

139  Co-operative  Central  Exchange,  27  B.T.A.  17,  at  20  (1932). 
^"^^  Farmers  Union  Cooperative  Oil  Co.,  38  B.T.A.  64,  at  72  (1938). 

141  Rev.  Rul.  67-204,  1967-1  Cum.  Bull.  149. 

142  Treas.  Reg.  §  1.521-1  (a)  (2). 
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that  the  restriction  on  the  ownership  of  an  association's  capital 
stock  to  actual  producers  is  a  continuing  requirement. 

Revenue  Ruling  67-204  makes  it  clear  that  a  cooperative 
that  does  not  determine  as  far  as  possible  that  a  prospective 
stockholder  is  a  producer  before  issuing  stock  to  him  and  which 
takes  no  other  action  to  assure  that  the  ownership  of  its  stock 
is  in  fact  restricted  as  far  as  possible  to  actual  producers  does 
not  comply  with  the  requirements  of  the  statute  and  regula- 
tions. An  inference  drawn  from  failure  to  respond  to  the 
request  to  return  the  stock  if  the  patron  is  not  a  producer  does 
not  meet  these  requirements. 

On  the  other  hand,  the  Service  holds  that  a  cooperative  will 
not  be  denied  section  521  status  merely  because  a  substantial 
part  of  its  voting  stock  is  held  by  a  membership  committee  as 
trustee  for  the  members.  Stock  so  held  qualifies  as  stock  owned 
by  producers  who  market  their  products  or  purchase  their 
supplies  and  equipment  through  the  cooperative. ^^^ 

Dividends  on  Stock 

If  dividends  are  payable  on  capital  stock,  the  rate  must  be 
fixed  at  not  to  exceed  the  legal  rate  of  interest  in  the  State  of 
incorporation  or  8  percent  per  annum,  whichever  is  greater,  on 
the  value  of  the  consideration  for  which  the  stock  was  issued. ^^ 

Payment  of  a  10  percent  dividend  exceeded  the  statutory 
limitation  (the  maximum  legal  rate  in  the  State  being  8  per- 
cent) and  the  cooperative  did  not  qualify. ^^^  The  limitation  on 
dividends  is  based,  not  on  the  par  value  of  the  stock,  but  on 
the  consideration  paid  for  the  shares. 

Where  a  cooperative  issued  additional  shares  of  stock  to 
stockholders  as  dividends  for  which  the  stockholders  paid  noth- 
ing, the  Board  of  Tax  Appeals  said^*^  that  this  "fact  alone  bars 

1^3  Rev.  Rul.  56-21,  1956-1  Cum.  Bull.  208. 

1^  Int.  Rev.  Code  of  1954,  §  521  (b)  (2) . 

^"^^  South  Carolina  Produce  Association  v.  Commissioner,  50  F.  2d  742 
(4th  Cir.  1931). 

^"^^Farmers  Mutual  Cooperative  Creamery,  33  B.T.A.  117,  125  (1935). 
See  also  Laura  Farmers  Cooperative  Elevator  Co.  v.  United  States,  273  F. 
Supp.  1019  (S.D.  111.  1967),  where  the  court  concluded  that  no  considera- 
tion was  received  by  the  cooperative  (transfer  of  part  of  earned  surplus  to 
capital)  for  which  certain  preferred  shares  were  issued,  beyond  the  amount 
of  the  shareholders'  original  investment,  and,  therefore,  dividends  paid  on 
such  shares  admittedly  exceeded  the  allowable  limit  of  8  percent  of  the 
value  of  that  consideration. 

49 


petitioner  from  claiming  exemption  from  income  tax;  for  after 
the  declaration  of  the  stock  dividends,  the  stockholders  were 
receiving  from  12  to  18  percent  per  annum  on  the  amounts 
invested  by  them." 

The  issuance  by  a  cooperative  of  a  nontaxable  stock  dividend 
to  its  shareholders  did  not  increase  the  "value  of  the  considera- 
tion for  which  the  stock  was  issued"  for  the  purpose  of  the 
dividend  limitation  provided  by  section  521  (b)  (2)  /^^ 

Revenue  Ruling  69-43 1  ^^^  holds  that  a  farmer  cooperative 
does  not  qualify  under  section  521  if  its  stockholders  (common 
or  preferred)  are  permitted  to  participate  as  stockholders  in  the 
"profits"  of  the  cooperative  beyond  the  amount  of  dividends 
payable  on  their  stock  in  case  of  dissolution  or  upon  redemp- 
tion of  the  stock.  The  Code  does  not  specifically  cover  the 
participation  rights  of  stockholders  in  event  of  dissolution  or 
stock  redemption  (other  than  nonvoting  preferred  stock)  .  The 
ruling  states: 

While  the  Code  does  not  specifically  cover  the  partici- 
pation rights  of  stockholders  in  the  profits  of  an  exempt 
cooperative  in  the  event  of  dissolution  or  stock  redemption 
(other  than  the  holders  of  nonvoting  preferred  stock) ,  sec- 
tion 521  (b)  (1)  of  the  Code  does  require  operation  at  cost 
in  that  all  net  earnings  from  marketing  and  purchasing 
must  be  returned  to  patrons  on  the  basis  of  their  patronage. 
This  includes  any  earnings  set  aside  for  surplus  or  reserves. 
Fertile  Cooperative  Dairy  Association  v.  Huston,  *  *  *. 
Moreover,  since  an  exempt  farmers'  cooperative  is  re- 
quired to  operate  for  the  benefit  of  its  patrons,  earnings 
from  nonpatronage  sources  (such  as  that  derived  from 
investments,  the  sale  of  assets,  and  business  done  with  or 
for  the  United  States)  must  also  be  distributed  to  the 
patrons  on  a  patronage  basis. 

Therefore,  although  stockholders  may  share  in  the  prof- 
its of  an  exempt  farmers'  cooperative,  they  may  do  so  only 
on  the  basis  of  their  patronage  rather  than  on  the  basis  of 
shares  of  stock  that  they  may  own.  Neither  common  nor 
preferred  stockholders  may  participate  in  the  profits  of  an 
exempt  farmers'  cooperative,  upon  dissolution  or  other- 
wise, beyond  the  fixed  dividends. 


147  Rev.  Rul.  68-169,  1968-1  Cum.  Bull.  286. 
148I.R.B.  1969-33,  16. 
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Reserves 

Qualification  under  section  521  is  not  denied  a  cooperative 
because  it  accumulates  and  maintains  "a  reserve  required  by 
State  law  or  a  reasonable  reserve  for  any  necessary  purpose. "^^^ 
The  regulations  mention  as  examples  of  permissible  reserves 
those  "to  provide  for  the  erection  of  buildings  and  facilities 
required  in  business  or  for  the  ptirchase  and  installation  of 
machinerv  and  equipment  or  to  retire  indebtedness  incurred 
for  such  purposes. "^^^  The  regulations  also  state  that  a  coopera- 
tive must  establish  that  "it  has  no  taxable  income  for  its  own 
account"  other  than  that  reflected  in  the  above  authorized 
reserves  or  surplus. ^^^  But  no  "unallocated"  reserves  are 
permissible. 

It  is  clear  that  reserves  may  be  accumidated  for  what  are 
essentially  capital  purposes.  An  association  may  set  aside  re- 
serves for  any  necessary  purpose,  provided  they  are  reasonable 
in  amount;  and,  of  course,  there  is  no  cjuestion  but  that  an 
association  may  accumulate  reserves  which  are  required  by 
State  law.  If  reserves,  other  than  those  required  by  State  statute, 
are  regarded  as  excessive,  section  521  status  could  be  lost.  Val- 
uation reserves  such  as  those  for  depreciation  and  bad  debts  are 
permitted  as  a  part  of  actual  operating  costs  and  are  not  a 
segregation  of  surplus. 

Depreciation  reserves  may  be  deducted  from  gross  income 
by  any  corporation,  including  a  cooperative,  as  they  simply 
represent  one  of  the  costs  of  doing  business.  Such  reserves  must, 
however,  be  reasonable  in  amount  and  bear  a  fair  relation  to 
the  purposes  for  which  they  are  set  up;  otherwise,  they  will  be 
unfair  to  the  members  who  patronize  the  association  in  the 
year  in  question.  Moreover,  excessive  depreciation  is  subject  to 
disallowance,  and,  if  disallowed,  is  generally  considered  taxable 
income. ^^^ 

It  appears  to  be  recognized  that  an  association  may  accumu- 
late reserves  for  carrying  it  over  poor  years. ^^^ 

149  Int.  Rev.  Code  of  1 954,  §  52 1(  b )  ( 3 ) . 

i5«  Treas.  Reg.  §  1.521-1  (a)  (3). 

1^1  Treas.  Reg.  §  1.521-1  (c).  See  also  Fertile  Cooperative  Dairy  Associa- 
tion v.  Huston,  119  F.  2d  274  (8th  Cir.  1941). 

^^^  Railway  Express  Agency,  Inc.  v.  Commissioner,  169  F.  2d  193  (2d 
Cir.  1948  ,  affirming  8  T.C.  991  (1947).  holding  that  this  cooperative, 
composed  of  various  railroad  companies,  and  organized  on  a  basis  which  re- 
quired it  to  pay  to  them  all  receipts  over  operating  costs  and  expenses,  was 
liable  for  income  taxes  on  amounts  representing  excessive  depreciation 
which  it  had  taken  on  its  property. 

153  S.M.  2286,  III-2  Cum.  Bull.  236  (1924). 
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An  association  may  invest  reserves  in  a  building  to  furnish 
a  permanent  home  for  the  organization,  and  the  fact  that  this 
is  done  through  the  medium  of  another  corporation  will  not 
operate  to  deprive  the  association  of  its  exemption. ^^"^ 

If  the  reserves  of  an  association  are  reasonable  in  amount  and 
for  a  necessary  purpose,  the  fact  that  such  reserves  may  be 
invested  in  Government  bonds  or  other  securities  which 
yield  a  return  to  the  association  should  not  adversely  affect 
qualification. ^^^ 

Cooperatives  frequently  accumulate  and  maintain  reserves. 
When  they  do,  the  practice  is  sometimes  criticized — the  charge 
being  that  they  thereby  gain  a  tax-free  method  of  capitalization. 
This  is  unwarranted,  however,  since  section  521  confers  no  tax 
exemption.  Any  reserves  accumulated  must  be  reasonable  in 
amount  and  for  necessary  purposes. 

But  all  patrons,  including  nonmembers,  who  through  their 
patronage  "contribute"  to  such  reserves  should  have  allocated 
or  apportioned  to  them  their  "contributions"  to  such  reserves 
or,  at  least,  the  cooperative  should  maintain  such  permanent 
records  of  the  patronage  and  equity  interests  of  all  members 
and  nonmembers  that  such  apportionment  can  be  made.  As 
explained,  these  reserves  must  be  "allocated"  also,  if  they  are 
to  be  claimed  as  a  current  exclusion  or  a  later  deduction  from 
income  for  tax  purposes.  The  allocation  may  be  in  the  form  of 
"qualified"  or  "nonqualified"  written  notices  of  allocation  as 
these  terms  are  described  in  section  1382(b)  of  the  Code.  In 
connection  with  this  subject,  the  revolving-fund  plan  of  financ- 
ing ^^^  is  well  adapted  to  the  plan  of  capitalizing  an  association 
through  properly  apportioning  or  allocating  to  the  patrons  the 
amounts  in  excess  of  expenses. 

In  a  case  in  which  the  court  held  that  an  association  was  not 
exempt  from  the  payment  of  Federal  income  taxes,  it  was 
said:^^^ 


154  S.M.  2286,  III-2  Cum.  Bull.  236  (1924).  See  also  Koon  Kreek  Kluh 
V.  Thomas,  108  F.  2d  616  (5th  Cir.  1939).  But  see  West  Side  Tennis  Club 
V.  Commissioner,  111  F.  2d  6  (2d  Cir.  1940). 

155  See  Niles  v.  Central  Manufacturers'  Mutual  Insurance  Co.,  252  F. 
564  (6th  Cir.  1918). 

156  See  "Obligation  to  Finance,"  page  4,  and  "Capital  Retains,"  page  79. 
See  also  bylaw  provision,  page  31  of  Sample  Legal  Documents,  FCS  In- 
formation 66.  See  also  Griffin  and  Wissman,  Financial  Structure  of  Farmer 
Cooperatives,  FCS  Res.  Rpt.  10,  Farmer  Cooperative  Service,  U.S.  Dept. 
Agr. ;  and  Davidson,  How  Farm  Marketing  Cooperatives  Return  Savings 
to  Patrons,  FCS  Res.  Rpt.  7,    Farmer  Cooperative  Service,  U.S.  Dept.  Agr. 

^^'^  Farmers  Cooperative  Co.  v.  United  States,  23  F.  Supp.  123  (Ct.  CI. 
1938). 
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In  fact,  under  the  bylaws  which  were  in  force  at  this 
time,  there  was  no  way  in  which  nonmembers  could  ac- 
quire an  interest  in  the  surplus  and  reserve  which  had 
been  created.  Besides  this,  it  appears  that  no  account  or 
credit  was  ever  set  up  on  the  books  with  reference  to 
patronage  dividends  attributable  to  the  business  done  with 
nonmembers,  and  there  was  no  basis  upon  which  they  could 
make  a  legal  claim  to  share  in  the  profits  of  the  business 
which  had  been  done  with  them.  It  is  clear,  therefore,  that 
plaintiff  did  not  comply  with  the  condition  of  tax  exemp- 
tion, namely,  that  the  association  shall  be  organized  and 
operated  for  the  purpose  of  turning  back  to  the  "members 
or  other  producers"  the  profits  or  savings  on  the  basis  of 
the  quantity  or  value  of  the  business  done  with  each  of 
such  persons. 

Nonmember-Nonproducer  Business 

Section  521  imposes  limitations  on  the  extent  to  which  a 
qualifying  cooperative  may  do  business  with  nonmembers  and 
nonproducers.  A  marketing  cooperative  may,  of  course,  sell 
the  products  of  its  patrons  to  anyone  without  regard  to  w^hether 
the  purchasers  of  such  products  are  producers  or  members  of 
the  cooperative.  By  the  same  token,  a  supply  cooperative  may 
purchase  items  from  suppliers  or  anyone  else  without  regard  to 
the  producer  or  membership  status  of  the  seller. 

The  statute  expresses  the  limitation  on  business  with  non- 
members  by  affirmatively  stating  that  521  status  "shall  not  be 
denied  any  such  association  which  markets  *  *=  *  or  which 
purchases  *  *  =^  for  nonmembers  in  an  amount  the  value  of 
which  does  not  exceed  the  value  *  *  *  for  members. "^^^  This 
has  been  construed  to  mean  that  a  marketing  cooperative  may 
not  market  more  products  (based  on  dollar  rather  than  unit 
volume)  for  nonmembers  than  it  does  for  members. ^^^  The 
statute  then  adds  a  proviso  with  respect  to  purchasing  activities 
of  a  cooperative  in  these  words  "provided  the  value  of  the  pur- 
chases made  for  persons  who  are  neither  members  nor  produc- 
ers does  not  exceed  15  percent  of  the  value  of  all  its 
purchases. "^^° 

^5«  Int.  Rev.  Code  of  1954,  §  521  (b)  (4). 

^^^  Producers  Livestock  Marketing  Association  of  Salt  Lake  City,  45  B.T. 
A.  325  (1941);  Farmers  Union  Cooperative  Association,  44  B.T. A.  34 
(1941). 

160  Int.  Rev.  Code  of  1954,  §  521  (b)  (4) . 
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Exceptions  have  been  made  to  a  strict  construction  of  these 
limitations.  While  a  marketing  cooperative  generally  will  not 
qualify  if  it  markets  products  of  nonproducers,  certain  "emer- 
gency" and  "ingredient"  purchases  and  "sideline  sales"  are 
permitted. 

A  recent  ruling  ^^^  recognizes  that  the  section  521  status  of  a 
farmer  cooperative  will  not  be  adversely  affected  by  emergency 
purchases  from  nonproducers  to  fulfill  outstanding  orders  based 
on  normal  crop  expectations.  The  ruling  relates  a  factual  situ- 
ation where  a  fruit  marketing  association  was  unable  to  meet 
its  contract  commitments  because  many  producers  in  the  coop- 
erative's growing  area  lost  their  crops  in  an  unexpected  freeze. 
The  ruling  cautions  that  the  emergency  purchases  "must  be 
made  for  the  sole  purpose  of  meeting  pre-existing  contractual 
commitments  to  facilitate  dealings  with  member  patrons  and 
not  for  the  purpose  of  investment  or  profit." 

The  Service  has  long  recognized  the  right  of  a  section  521 
cooperative  to  purchase  items  commercially  from  nonproducers 
in  order  to  put  farm  products  in  a  marketable  condition.  Such 
purchases  are  called  "ingredient"  purchases.  Marketing  has 
been  construed  to  include  manufacturing,  and  changing  the 
form  of  raw  materials,  when  necessary,  in  marketing  agricul- 
tural products.  For  this  purpose,  it  often  happens  that  a  coop- 
erative must  get  products  its  own  producer  patrons  do  not  grow. 
Ice  cream,  for  example,  made  from  the  milk  products  of  the 
member-patrons,  would  necessitate  the  purchase  of  sugar  and 
other  ingredients.  Other  examples  are  readily  apparent.  Such 
"ingredient"  purchases  are  permissible  so  long  as  they  are 
necessary  in  putting  the  agi  icultural  product  in  a  marketable 
condition. 

Revenue  Procedure  67-37^^^  sets  up  guidelines  for  deter- 
mining permissible  "sideline  sales"  by  a  section  521  coopera- 
tive. Used  as  an  example  is  a  dairy  marketing  cooperative 
selling,  as  a  sideline,  fruit  juices  and  eggs  not  produced  by 
member— patrons.  The  guidelines  provide  that  nonproducer 
items  must  be  necessary  to  the  effective  marketing  of  the  items 
which  the  cooperative's  members  produce.  Where  that  condi- 
tion is  met,  the  sideline  sales  are  considered  as  incidental  to  the 
cooperative's  marketing  of  products  for  producer  members  if 
the  dollar  volume  of  the  incidental  sales  does  not  exceed  5 
percent  of  the  total  retail  sales  of  the  marketing  function. 

If  the  sideline  sales  exceed  5  percent,  a  determination  as  to 

161  Rev.  RuL  69-222,  1969-1  Cum.  Bull.  161. 

162  1967-2  Gum.  Bull.  668. 
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whether  these  sales  are  a  necessary  supplement  to  the  efficient 
marketing  of  the  producer  items  ^vill  be  made  on  the  basis  of 
all  the  facts  and  circumstances  in  the  particular  case. 

The  Internal  Revenue  Service  has  reversed  (with  prospec- 
tive effect  from  August  4,  1969)  a  portion  of  a  1954  ruling ^^"^ 
that  allowed  sales  of  byproducts  not  usable  by  the  members  of 
a  supply  cooperative  to  be  disregarded  in  computing  the  15 
percent  nonmember-nonproducer  business  limitation  of  section 
521  (b)  (4)  of  the  Code.  The  new  ruling  ^^^  holds  that  sales 
(as  distinguished  from  exchanges)  of  byproducts  such  as  heavy 
fuel  oils  and  distillates  may  not  be  disregarded  in  computing 
the  15  percent  limitation.  The  ruling  also  stresses  the  rec^uire- 
ment  of  the  Code  that  supplies  and  equipment  be  turned  over 
to  members  or  other  persons  at  actual  cost,  plus  necessary  ex- 
penses, and  that  therefore  the  cooperative  must  show  that  the 
purchasers  of  such  byproducts  are  entitled  to  share  in  patron- 
age refunds  on  the  same  basis  as  all  other  patrons  of  the 
cooperative. 

Remaining  in  effect,  however,  is  the  holding  in  Revenue 
Ruling  54-12  that  the  value  of  petroletim  products  exchanged 
with  other  refineries  in  order  to  effect  a  saving  in  transportation 
costs  shall,  for  purposes  of  such  15  percent  test,  be  disregarded. 

These  rulings  relating  to  product  exchanges  should  be  com- 
pared -^vith  Revenue  Ruling  67-346  ^^^  dealing  with  an  ex- 
change of  unlike  products  whereas  like  products  were  involved 
in  Revenue  Rulings  54-12  and  69-417. 

Revenue  Ruling  67-346  holds  that  an  exchange  of  the  coop- 
erative's surplus  products  for  unlike  products  processed  by 
a  nonmember-nonproducer  which  were  later  sold  to  the  coop- 
erative's patrons,  may  not  be  disregarded  in  determining  the 
15  percent  nonmember-nonproducer  limitation  of  section 
521  (b)  (4)  .  Moreover,  the  riding  concludes  that  since  the 
exchanges  are  considered  the  same  as  sales  to  nonmember- 
nonproducers,  such  persons  are  entitled  to  patronage  refimds 
on  the  same  basis  as  other  patrons  of  the  cooperative. 

AVhere  a  marketing  cooperative  marketed  products  pur- 
chased by  members  which  exceeded  the  value  of  the  products 
grown  or  otherwise  produced  by  members  for  whose  accounts 
such  products  were  marketed,  the  cooperative  violated  the  lim- 
itation placed  on  business  done  with  "nonmembers"  under 
section  521  of  the  Code.  Furthermore,  bv  marketing  products 


163  Rev.  Rill.  54-12,  1954-1  Cum.  Bull.  93.  See  also  text  at  footnote  119, 
supra. 

i^Rev.Rul.  69-417,  I.R.B.  1969-31,  12. 
165  1967-2  Cum.  Bull.  216. 
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of  nonmembers  as  those  of  its  members,  the  cooperative  did  not 
meet  the  statutory  requirement  that  proceeds  of  the  sale  of 
products,  less  necessary  operating  expenses,  be  returned  to  pro- 
ducers on  the  basis  of  the  quantity  or  value  of  products  fur- 
nished by  them/®^ 

The  cooperative  involved  in  this  ruling  packed,  shipped,  and 
marketed  fruit  supplied  by  members,  a  substantial  amount  of 
which  was  not  produced  by  them,  but  was  purchased  on  the 
open  market.  During  each  of  the  years  in  question  the  value  of 
the  fruit  purchased  by  members  and  marketed  by  the  coopera- 
tive exceeded  the  value  of  fruit  marketed  by  the  cooperative 
which  was  grown  or  otherwise  produced  by  the  members.  Net 
margins  from  operations  were  allocated  to  members  on  the 
basis  of  the  value  of  the  products  furnished  by  them. 

The  term  "products"  as  used  in  the  Code,  according  to  this 
ruling,  refers  to  products  grown  or  otherwise  produced  by  the 
patron  for  whose  account  such  products  are  marketed.  Products 
grown  by  one  who  is  not  a  member  of  the  marketing  coopera- 
tive must  be  treated  as  "products  of  nonmembers,"  notwith- 
standing such  products  are  marketed  by  the  cooperative  in  the 
name  of,  or  for  the  account  of,  a  member. 

The  ruling  cites  Dr.  P.  Phillips  Cooperative .^^"^  In  that  case 
the  Tax  Court  construed  section  101  (12)  of  the  Internal  Reve- 
nue Code  of  1939 — the  section  corresponding  to  section  521  of 
the  1954  Code.  The  question  at  issue  concerned  the  marketing 
of  products  purchased  by  members,  as  distinguished  from  prod- 
ucts produced  by  them.  The  court  held  that  one  who  merely 
purchases  a  ripe  crop  at  harvest  and  markets  it  through  a 
cooperative  would  not  be  a  farmer,  a  fruitgrower,  or  producer 
within  the  meaning  of  that  section  of  the  Code. 

Under  some  special  conditions,  it  appears  from  early  rulings 
that  an  association  may  purchase  agricultural  commodities  of 
the  type  which  it  is  engaged  in  handling  from  others  engaged 
in  the  same  line  of  business  without  having  this  operate  to 
deprive  the  association  of  its  521  status. ^^^ 

In  an  early  court  case  in  which  it  appeared  that  the  coopera- 
tive had  purchased  "small  quantities  of  poultry  and  eggs  from 
dealers"  as  well  as  from  producers  in  order  to  facilitate  the 
marketing  of  the  balance  of  the  products  which  it  handled  in 
meeting  contractual  commitments,   and   the   products   which 


166  Rev.  Rul.  67-152,  1967-1  Cum.  Bull.  147. 

167  17TC.1002  (1951). 

168 1.T.  1598,  II-l  Cum.  Bull.  159  (1923). 
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were  so  purchased  were  not  handled  at  a  profit,  it  was  held 
that  this  did  not  operate  to  deprive  the  association  of  its 
exemption/^^ 

One  way  of  avoiding  the  effect  of  the  restriction  under  dis- 
cussion is  to  make  all  purchases  other  than  from  members  or 
nonmember  producers  only  from  other  section  521  farmer 
cooperatives,  if  this  is  feasible.  Purchases  from  other  coopera- 
tives have  been  considered  in  the  category  of  ptirchases  from 
"producers." 

If  an  association  buys  commodities  under  special  circum- 
stances from  nonmembers  who  are  dealers,  the  qtiestion  arises 
as  to  whether  it  must  pay  patronage  refunds  to  such  dealers  on 
the  same  basis  as  it  pays  stich  reftnids  to  patrons  generally.  The 
answer  is,  "No."  Since  a  marketing  cooperative  shoidd  not  ordi- 
narily be  making  such  purchases,  they  are  not  regarded  as  part 
of  the  cooperative's  normal  marketing  operations. 

A  more  difficult  question,  however,  is  what  to  do  about  the 
association's  net  margins,  if  any,  on  such  transactions.  If  the 
association  is  able  to  establish  that  these  transactions  were  han- 
dled at  a  loss  or  on  a  break-even  basis,  this  wotild  seem  to  fur- 
nish a  clear  justification  for  not  paying  a  patronage  refund  to 
the  dealer,  and  there  is  no  problem  as  to  the  disposition  of 
margins. ^^^ 

In  several  unpublished  cases  which  occurred  prior  to  the 
1951  amendment,  the  Internal  Revenue  Service  allowed  an  "ex- 
empt" cooperative  to  distribute  savings  on  these  dealer  trans- 
actions among  other  patrons  in  proportion  to  their  patronage. 
They  were  in  effect  treated  as  "income  not  derived  from 
patronage."  Perhaps  a  good  case  cotdd  be  made  for  concluding 
that  they  may  still  be  handled  in  this  way.  However,  there  is  an 
alternate  method  of  handling  which  would  seem  less  likely  to 
be  questioned  by  the  Internal  Revenue  Service.  This  method 
is  to  exclude  the  amotmt  of  the  savings  on  the  transactions  w^ith 
dealers  from  funds  allocated  on  a  patronage  basis,  and,  if 
necessary  because  suflicient  offsets  are  not  available,  pay  a  tax 
on  them. 

The  term  "supplies  and  equipment"  in  section  521  has  been 
construed  to  include  "groceries  and  all  other  goods  and  mer- 
chandise used  by  a  farmer  in  the  operation  and  maintenance  of 
a  farm  or  farmer's  household."  ^^^ 


^^^  Producers'  Pro'duce  Company  v.  Crooks,  2  F.  Supp.  969  (W.D.  Mo. 
1932). 

^"^^  Fertile  Cooperative  Dairy  Association  v.  Huston,  119  F.  2d  274,  277 
(8th  Cir.  19^1),  aff'g  33  F.  Supp.  712  (N.D.  Iowa,  1940). 

^^^  Treas.  Reg.  §  1.521-1  (b).  See  also  Farmers  Union  Cooperative  Asso- 
ciation, 4^  B.T.  A.  34  (1941). 
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In  interpreting  the  15-percent  rule  under  section  521  (b)  (4) 
of  the  Code,  a  1967  ruling  ^^^  holds  that  purchases  by  a  farmer 
for  use  in  a  nonfarming  business  must  be  treated  as  purchases 
made  for  persons  who  are  neither  members  nor  producers.  The 
cooperative  involved  handled,  in  addition  to  other  farm  sup- 
plies, gasoline  which  it  sold  to  members  and  nonmembers.  One 
member  operated  a  trucking  business  as  well  as  a  farm.  His 
gasoline  purchases  for  the  trucking  business  were  considered 
nonmember-nonproducer  business. 

Equality  of  Treatment  Between 
Members  and  Nonmembers 

To  qualify  under  section  521  a  cooperative  must  afford  all 
patrons,  members  and  nonmembers  alike,  equality  of  treat- 
ment. The  regulations  ^^^  use  the  words  "nonmember  patrons 
must  be  treated  the  same  as  members  insofar  as  the  distribution 
of  patronage  dividends  is  concerned."  The  equality  of  treat- 
ment requirement,  however,  has  not  been  confined  to  patron- 
age allocations  but  has  been  extended  by  cases  and  rulings  to 
other  activities. 

For  example,  in  Fertile  Cooperative  Dairy  Association  v. 
Huston,^'^'^  the  court  said  that  "if  part  of  the  proceeds  of  non- 
members'  products  is  to  be  used  to  create  or  maintain  a  surplus 
and  to  make  additions  to  the  capital  assets  of  the  association, 
without  allowing  them  a  proportionate  distributive  interest  in 
the  permanent  value  contributed  by  such  surplus  accumula- 
tions or  capital  assets  additions,  it  must  be  held  that  the  asso- 
ciation to  that  extent  is  being  operated  for  profit  to  members, 
as  against  nonmember  patrons,  and  that  it  is  not  exempt  from 
taxation." 

Another  cooperative  did  not  qualify  ^^^  because  certain  mem- 


172  Rev.  Rul.  67-223,  1967-2  Cum.  Bull.  214. 

17^  Treas.  Reg.  §  1.521— 1(a)  (1).  Qualification  was  denied  where  patron- 
age refunds  were  made  to  members  only.  Farmers  Union  Cooperative  Co. 
V.  Commissoner,  90  F.  2d  488  (8th  Cir.  1937),  affirming  33  B.T.A.  225 
(1935);  Farmers  Mutual  Cooperative  Creamery,  33  B.T.A.  117  (1935); 
Farmers  Cooperative  Co.,  Wahoo,  Nebr.  Tj  35,363  P-H  Memo  B.T.A., 
(1935).  Qualifications  denied  where  nonmember  patrons  were  not  entitled 
to  share  in  "profits."  Farmers  Union  Cooperative  Supply  Company  of  Stan- 
ton, Neb.  V.  United  States,  25  F.  Supp.  93  (Gt.  CI.  1938) ;  Council  Bluffs 
Grape  Growers  Association,  44  B.T.A.  152  (1941);  Farmers  Cooperative 
Company  of  Wahoo,  Neb.  v.  United  States,  23  F.  Supp.  123  (Ct.  CI.  1938) . 

17M19F.  2d274  (8th  Cir.  1941). 

^'^^  Farmers  Union  Cooperative  Oil  Co.,  38  B.T.A.  64  (1938).  See  also 
S.M.  2595,  III-2  Cum.  Bull.  238  (1924);  Fruit  Growers'  Supply  Co.  v. 
Commissioner,  56  F.  2d  90  (9th  Cir.  1932) . 
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bers  and  nonmembers  received  supplies  at  cost  plus  expenses, 
but  other  members  and  nonmembers  were  charged  retail  prices. 

It  has  long  been  the  practice  of  the  Internal  Revenue  Service 
to  permit  cooperatives  to  apply  toward  the  purchase  of  a  share 
of  stock  or  membership  in  a  cooperatixe  the  margins  that  accrue 
on  nonmember  business.^'^  Of  cotirse,  such  nonmembers  should 
be  producers  so  that  the  cooperative  xvoidd  not  lose  its  521  cjual- 
ification  by  reason  of  admitting  nonproducers  to  membership. 

Sometimes  a  cooperative's  bylaws  pro\'ide  that  if  the  savings 
on  the  business  of  a  nonmember  do  not,  within  a  stated  period 
of  time,  say  one  year,  amoimt  to  the  sum  recjuired  for  paying 
for  a  share  of  stock  or  for  membership,  the  credit  in  favor  of 
such  nonmember  shall  be  canceled  and  the  amount  in  c|uestion 
carried  to  the  general  reserves  of  the  association.  Depending 
upon  the  par  value  assigned  to  the  stock,  such  action  might  cost 
an  association  its  521  status,  because  if  more  than  nominal 
amounts  are  invohed  nonmembers  woidd  not  be  dealt  with  by 
the  association  on  the  same  basis  as  members. 

The  Internal  Revenue  Service  has  ruled,  however,  that  small 
patronage  refunds  of  less  than  81  or  the  cents  payable  in  excess 
of  whole  dollar  amounts  may  be  retained  by  a  section  521  coop- 
erative without  affecting  its  qualification.^"  This  same  rtding 
also  holds  that: 

Where  a  farmers'  marketing  and/or  purchasing  asso- 
ciation issues  either  a  certificate  of  stock  representing  a 
patronage  dividend  or  a  check  representing  a  dividend 
payable  on  its  stock,  the  mailing  of  either  of  such  instru- 
ments to  the  patron  would  constitute  payment  for  Federal 
income  tax  purposes  in  the  year  of  isstie,  and  such  refunds 
will  be  allowed  as  dedtictions  from  gross  income  where, 
in  the  ordinarv  handling  of  the  mail,  delivery  cannot  be 
made  and  the  association  holds  the  instrument  subject  to 
the  claim  of  the  rightful  owner. 

Not  only  may  an  association  be  denied  521  status  because  it 
does  not  deal  with  members  and  nonmembers  on  the  same 
basis,  but  an  association  may  be  denied  such  status  because  it 
does  not  maintain  substantial  ec|tialitv  among  its  members. ^'^ 

176  Rev.  Rul.  69-52.  1969-1  Cum.  Bull.  161. 

1"  Rev.  Rul.  55-14K  1955-1  Cum.  Bull.  337.  These  amounts,  unless  allo- 
cated to  patrons  on  the  basis  of  patronage,  would  be  taxable  to  the 
cooperative. 

^'^  Farmers  Union  Cooperative  Oil  Company,  38  B.T.A.  64  (1938). 
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If  an  association  is  handling  a  number  of  different  commodi- 
ties, with  net  margins  on  all  of  them,  and  it  elects  to  pay  a 
patronage  refund  to  the  producers  of  only  one  commodity,  this 
could  deprive  an  association  of  its  b2\  status  because  of  the 
inequality  of  treatment  accorded  to  patrons. 

As  indicated,  an  association  "may  market  the  products  of 
nonmembers  in  an  amount  the  value  of  which  does  not  exceed 
the  value  of  the  products  marketed  for  members."  However, 
inasmuch  as  the  statute  requires  that  an  association  must  be 
organized  for  the  "purpose  of  marketing  the  products  of  mem- 
bers or  other  producers  \  it  would  seem  that  an  association 
would  not  qualify  under  section  521  if  it  regularly  purchases 
from  dealers  or  on  exchanges  any  substantial  quantity  of  the 
commodities  which  it  is  engaged  in  handling. 

To  reduce  the  record  keeping  involved  in  making  the  20 
percent  cash  payment  under  section  1388(c)  of  the  Code  to 
qualify  patronage  allocations,  a  cooperative  has  been  allowed 
to  make  full  payment  in  money  or  qualified  check  to  those 
patrons  entitled  to  refunds  of  less  than  $10.  Those  patrons 
entitled  to  more  than  $10  receive  $10  or  20  percent  of  the 
refund,  whichever  is  greater. ^^^ 

The  regulations  ^^^  state  that  a  cooperative  will  not  be  denied 
section  521  status  merely  because  it  makes  payments  solely  in 
nonqualified  written  notices  of  allocation  to  those  patrons 
who  do  not  consent  as  provided  in  section  1388  of  the  Code, 
but  makes  payments  of  20  percent  in  cash  and  the  remainder 
in  qualified  notices.  It  is  also  permissible  to  make  payments  of 
less  than  $5  to  consenting  patrons  solely  in  nonqualified  form 
while  payments  of  $5  or  more  are  made  in  20  percent  in  cash 
and  the  remainder  in  qualified  form. 

Under  this  same  regulation,  a  cooperative  may  pay  a  smaller 
amount  of  interest  or  dividends  on  nonqualified  allocations 
held  by  nonconsenting  patrons  than  it  pays  on  qualified  alloca- 
tions held  by  consenting  patrons.  The  same  rule  applies  to  per- 
unit  retain  certificates.  There  is  this  proviso,  however.  The 
amount  of  interest  or  dividend  reduction  must  be  reasonable  in 
relation  to  the  fact  that  the  cooperative  receives  no  tax  benefit 
with  respect  to  nonqualified  allocations  (including  nonquali- 
fied per-unit  retain  certificates)  until  redeemed. 

A  cooperative  will  lose  its  521  status,  however,  if,  in  any 
other  respect,  it  treats  nonconsenting  patrons  differently  from 


179  Rev.  Rul.  66-152,  1966-1  Cum.  Bull.  155. 

180  Treas.  Reg.  §  1.521-1  (f). 
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consenting  patrons  with  respect  to  the  payment  of  patronage 
refunds  or  allocations,  or  with  regard  to  the  redemption  of 
allocations  or  per-unit  retain  certificates. 

A  question  involving  the  allocation  of  nonpatronage  income 
by  a  section  521  cooperative  was  before  the  Tax  Court  in 
Juniata  Farmers  Cooperative  Association .^^^  The  cooperative's 
method  of  allocation  for  the  years  1958  and  1959  was  upheld 
as  one  acceptable  within  the  meaning  of  section  522  (b)  (1)  (B) 
of  the  Code  and  the  regulations. 

The  cooperative  operated  a  grain  department  and  feed  and 
fertilizer  departments.  The  grain  department  stored  and  sold 
grain  while  the  other  two  departments  performed  purchasing 
functions.  For  the  years  in  question,  the  cooperative  received 
"nonpatronage  income"  from  the  Commodity  Credit  Corpora- 
tion w^hich  it  allocated  to  the  patrons  of  its  grain  department 
only.  Substantially  all  grain  department  patrons,  however,  were 
also  patrons  of  the  other  two  departments. 

Section  522  (b)  (1)  (B)  of  the  Code  provided  that  a  coopera- 
tive may  deduct  from  its  gross  income  "amounts  allocated 
during  the  taxable  year  to  patrons  with  respect  to  its  income 
not  derived  from  patronage."  The  regulations  under  this  sec- 
tion ^^^  contain  the  following: 

As  used  in  this  paragraph,  the  term  "income  not  derived 
from  patronage"  means  incidental  income  derived  from 
sources  not  directly  related  to  the  marketing,  purchasing, 
or  service  activities  of  the  cooperative  association.  *  *  * 
Business  done  with  the  United  States  shall  constitute  in- 
come not  derived  from  patronage.  In  order  that  the  deduc- 
tion for  income  not  derived  from  patronage  may  be 
applicable,  it  is  necessary  that  the  amount  sought  to  be 
deducted  be  allocated  on  a  patronage  basis  in  proportion, 
insofar  as  is  practicable,  to  the  amount  of  business  done 
by  or  for  patrons  during  the  period  to  which  such  income 
is  attributable. 

The  nonpatronage  income  allocated  to  patrons  of  the  grain 
department  had  been  on  the  basis  of  the  bushels  of  grain  they 
delivered  to  the  grain  elevator.  The  Commissioner  contended 
that  this  did  not  meet  the  requirements  of  the  statute,  insisting 
that  the  allocation  should  also  have  been  to  the  patrons  of  the 
two  purchasing  departments.  The  court  did  not  agree.  The 

1"  43  TC.  836  (1965),  acq.  1966-2  Cum.  Bull.  5. 
182  Treas.  Reg.  §  1.522-2(d). 
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method  of  allocation  was,  the  court  concluded,  a  fair  and 
equitable  result  for  the  patrons  who  were  fully  cognizant  of 
the  method  used  and  (it  was  stipulated)  deemed  it  acceptable. 
Having  reached  this  conclusion,  the  court  rejected  the  Com- 
missioner's alternative  argument  that  failure  to  allocate  non- 
patronage income  to  all  patrons  caused  the  cooperative  to  lose 
its  section  521  status. 

The  factual  situation  in  this  case  may  explain,  in  part,  the 
relative  ease  with  which  the  court  found  for  the  cooperative. 
The  court,  however,  quoted  with  approval  the  observation  of 
the  Eighth  Circuit  Court  of  Appeals  in  Pomeroy  Cooperative 
Grain  Co.  v.  Commissioner}^^  In  Pomeroy  the  Court  of  Appeals 
questioned  the  standing  of  the  Commissioner  to  object  to  a 
method  of  allocation  which  apparently  was  acceptable  to  the 
member-patrons  as  an  equitable  distribution. 

The  court  in  Pomeroy  also  stated  that  from  a  revenue  stand- 
point, "the  Commissioner  should  be  more  concerned  with  the 
total  exclusions  allowable  on  membership  business  profits 
rather  than  the  means  by  which  such  profits  are  divided  among 
the  qualified  members." 

The  Juniata  decision  raises  some  question  as  to  how  far  the 
Commissioner  would  be  permitted  to  go  in  prescribing  a  par- 
ticular method  of  allocation  under  the  "equitable  treatment 
rule."  The  value  of  the  case,  however,  may  be  limited  to  those 
situations  involving  departmental  activities  where  "substan- 
tially all  of  the  patrons"  of  one  department  are  also  patrons  of 
other  departments.  A  showing  that  the  method  of  allocation 
used  was  "fully  acceptable"  to  the  patrons  concerned  may  also 
be  essential. 

In  Revenue  Ruling  67-128,^^^  citing  the  Juniata  decision,  a 
section  521  cooperative  is  permitted  to  allocate  nonpatronage 
income  and  nonpatronage  losses  to  the  departments  to  which 
such  income  and  losses  relate  rather  than  to  all  of  the  coopera- 
tive's patrons,  provided  the  allocation  is  not  discriminatory 
among  patrons  similarly  situated. 

The  cooperative,  in  operating  its  several  departments,  had 
followed  the  practice  of  accounting  for  the  margins  and  ex- 
penses of  each  department  separately.  It  had  consistently  allo- 
cated the  "net  earnings"  of  each  department  to  the  patrons  of 
that  department.  Nonpatronage  gains  and  losses  were  handled 
similarly — the  cooperative  being  able  to  show  that  the  particu- 
lar nonpatronage  income  or  loss  related  to  the  department  to 
which  allocated. 


183  288  F.  2d  326  (8th  Cir.  1961 
18M967-1  Cum.  Bull.  147. 
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Records 

To  show  its  qualification  for  section  521  status,  a  cooperative 
must  keep  permanent  business  records,  reflecting  its  business 
transactions  with  members  and  nonmembers  including  dis- 
tributions to  them/^^ 

Organization  and  Operation 

Section  521  (b)  requires  a  farmer  cooperative  to  be  "organ- 
ized and  operated  on  a  cooperative  basis."  In  general,  a 
cooperative  is  considered  to  be  operated  on  a  "cooperative 
basis"  within  the  meaning  of  section  521  if  it  allocates  net  mar- 
gins to  patrons  on  the  basis  of  the  business  done  with  or  for 
such  patrons.  The  regulations  ^^^  treat  the  matter  in  these 
words: 

^  *  ^  In  order  to  show  its  cooperative  nature  and  to 
establish  compliance  with  the  requirement  of  the  Code 
that  the  proceeds  of  sales,  less  necessary  expenses,  be 
turned  back  to  all  producers  on  the  basis  of  either  the 
quantity  or  the  value  of  the  products  furnished  by  them, 
it  is  necessary  for  such  an  association  to  keep  permanent 
records  of  the  business  done  both  with  members  and  non- 
members.  The  Code  does  not  require,  however,  that  the 
association  keep  ledger  accounts  with  each  producer  selling 
through  the  association.  Any  permanent  records  which 
show  that  the  association  was  operating  during  the  taxable 
year  on  a  cooperative  basis  in  the  distribution  of  patronage 
dividends  to  all  producers  will  suffice.  ^  *  * 

Federated  Cooperatives 

Section  521  contains  no  specific  reference  to  federated  coop- 
eratives. Through  long  standing  administrative  practice  and 
many  rulings,  however,  federated  cooperatives  have  been  con- 
sidered eligible  for  521  status. ^^^ 

Revenue  Ruling  69-651,^^^  published  December  29,  1969, 

i«5  Treas.  Reg.  §  1.521-1  (a)  (1). 

186  Treas.  Reg.  §  1.521-1  (a)  (1). 

187  S.M.  2288,  III-2  Cum.  Bull.  233  at  p.  235  (1924).  This  ruling  ob- 
served :  "The  principal  members  of  the  company  are  the  local  citrus  growers' 
associations,  which  are  cooperative,  nonprofit  corporations,  without  capital 
stock,  whose  members  are  the  local  fruit  growers.  Such  a  company  is  entitled 
to  the  same  status  as  a  company  whose  members  are  the  farmers  or  the  fruit 
growers  themselves."  See  also  I.T.  2000,  III-l  Cum.  Bull.  290   (1924). 

188  l.R.B.  1969-52,  16. 
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prescribes  new  rules  for  the  qualification  of  federated  coopera- 
tives. It  applies  what  the  Service  calls  the  principle  of  "looking 
through"  to  ultimate  patrons  of  member  associations  in  deter- 
mining eligibility.  Four  examples  or  situations  illustrate  appli- 
cation of  the  look-through  principle.  The  new  rtiles  will  not 
be  applicable  to  taxable  years  beginning  before  July  1,  1970. 
The  ruling  states: 

Farmers'  cooperatives  may  join  together  to  form  a  feder- 
ated cooperative  to  perform  more  efficient  marketing  or 
purchasing  functions  on  behalf  of  the  patrons  of  the  mem- 
ber cooperatives.  Since  a  federated  serves  the  interests  of 
the  patrons  of  its  member  cooperatives,  it  is  held  that  it  is 
necessary  to  look  to  the  patrons  of  the  member  coopera- 
tives to  determine  whether  the  federated  meets  the 
requirements  of  section  521  (b)  of  the  Code.  In  making 
that  determination,  the  federated  is  considered  to  be  deal- 
ing directly  with  the  patrons  of  its  member  cooperatives. 
Likewise,  in  determining  control  of  the  federated,  it  is 
held  that  it  is  necessary  to  consider  the  composition  of 
membership  of  the  member  cooperatives. 

It  is  apparent  that  this  quoted  language  will  introduce  prob- 
lems of  eligibility  for  federations  having  member  cooperatives 
or  other  members  that  do  not  comply  with  section  521.  For 
example,  how  and  by  what  standard  will  determinations  be 
made  as  to  the  member  or  producer  status  of  business  done 
with  and  for  patrons  of  such  nonqualifying  member  coopera- 
tives or  noncooperative  members?  It  is  understood  that  the 
Service  intends  to  issue  further  guidelines  in  these  and  other 
areas. 

The  four  situations  illustrated  in  the  ruling  involve  only 
purchasing  cooperatives,  but  the  ruling  states  that  "the  conclu- 
sions are  equally  applicable  to  marketing  cooperatives." 

Business  for  the  United  States 

Section  521  (b)  (5)  provides  that  "Business  done  for  the 
United  States  or  any  of  its  agencies  shall  be  disregarded  in 
determining  the  right  to  exemption  *  *  *."  In  view  of  this 
provision,  in  any  instance  in  which  it  has  application,  the  busi- 
ness done  by  an  association  for  the  United  States  or  any  of  its 
agencies  will  not  adversely  affect  the  right  of  the  association  to 
qualify.  In  order  for  the  provision  to  have  application,  how- 
ever, the  association  must  actually  be  doing  business  for  the 
United  States  or  one  of  its  agencies.  If  an  association  is  merely 
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selling  commodities  to  the  United  States  or  one  of  its  agencies, 
this  would  not  appear  to  be  sufficient. 

On  the  other  hand,  the  language  would  include  an  associa- 
tion acquiring  or  selling  commodities  for  the  United  States  or 
one  of  its  agencies,  in  accordance  ^vith  a  contract  authorizing 
the  association  to  do  so.  Likewise,  the  storage  of  commodities 
by  an  association  for  the  United  States  or  one  of  its  agencies 
woidd  also  appear  to  come  clearly  within  the  terms  of  the  lan- 
guage. The  provision  has  no  application  to  a  State  or  any 
subdivision  thereof. 

It  has  been  held  that  the  language  of  section  521  (b)  (5) 
clearly  means  that,  at  least  in  determining  the  percentage  lim- 
itations  of   the  statute   relating   to   nonmember-nonproducer 
business,   the  amount  of  Government   business   shall   be  dis- 
regarded. 

Revenue  Ruling  65-5  ^^^  states  that  a  section  521  cooperative 
will  not  jeopardize  its  status  if  its  does  business  of  a  marketing 
or  purchasing  nature  for  or  with  the  United  States  or  any  of 
its  agencies  so  long  as  it  otherwise  continues  to  engage  in 
marketing  or  purchasing  activities  for  its  patrons. 

The  ruling  emphasizes,  however,  that,  aside  from  the  Gov- 
ernment business,  the  cooperative's  activities  for  its  patrons 
must  be  such  that  it  mav  "properly  be  characterized  as  a  farm- 
ers' cooperative"  within  the  meaning  of  that  term  as  defined 
in  section  521  of  the  Code. 


Taxation  of  Cooperatives  and 
Patrons  Under  Subcliapter  T 

Contrary  to  popular  notion,  distribution  of  margins  by  a 
cooperative  to  its  members  and  patrons,  including  dividends  on 
stock,  are  not  deductible,  and  do  not  otherwise  reduce  the 
cooperative's  gross  income  for  income  tax  purposes,  unless  the 
distributions  qualify  for  deduction  under  subchapter  T.^^° 

Their  qualification  depends,  for  the  most  part,  on  whether 
the  patrons  are  willing  to  include  the  amounts  distributed  as 
a  part  of  their  income.  This  willingness  has  to  be  expressed  in 
one  of  several  forms  of  consent  authorized  bv  the  statute. ^^^ 


1SM965-1  Cum.  Bull.  244. 

190  Int.  Rev.  Code  of  1954,  §§  1381  through  1388. 

191  Int.  Rev.  Code  of  1954,  §  1388. 
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Other  requirements  must  be  satisfied  also — such  as  notice, 
time  of  payment,  and  amount  of  cash  that  must  be  paid  cur- 
rently. But  basically  without  patron  consent,  distributions  by 
cooperatives  would  not  qualify  for  deduction  under  the  law. 

The  purpose  and  intent  of  the  existing  tax  law  is  to  assure 
that  amounts  received  by  cooperatives  in  the  course  of  their 
business  activities  with  their  patrons  are  included  in  computing 
the  taxable  income  of  either  the  cooperative  or  the  patron,  thus 
subjecting  these  amounts  to  a  single  current  tax. 

Insofar  as  patronage  refunds  are  concerned,  this  means  that 
they  are  to  be  treated  as  income  to  the  patrons  in  the  year  in 
which  the  patronage  refunds  are  made,  if  the  patrons  give  their 
consent  in  writing  to  the  inclusion  of  the  face  amount  of  the 
refunds  in  their  incomes  ^^^  or  if  there  is  a  provision  in  the 
bylaws  of  the  cooperative  clearly  indicating  that  membership 
in  the  cooperative  represents  consent  to  such  treatment.  The 
cooperative  is  allowed  a  deduction  for  the  patronage  refund 
when  made,  only  when  the  refund  qualifies  for  the  above  speci- 
fied treatment  at  that  time  in  the  hands  of  the  patrori.  Other- 
wise, the  amount  involved  is  deductible  by  the  cooperative  only 
at  the  time  the  patronage  refund  is  paid  in  cash.^^^ 

The  choice  as  to  who  pays  the  tax  and  when  it  is  paid  is,  for 
all  practical  purposes,  a  choice  the  law  allows  the  patron  to 
make.  Subchapter  T  and  the  regulations  spell  out  in  great 
detail  just  how  a  patron  makes  the  choice  and  how  both  the 
cooperative  ^^^  and  the  patron  ^^^  will  be  taxed. 

Meaning  of  Certain  Terms 

Cooperatives  have  a  language  of  their  own  in  certain  business 
and  operational  areas.  The  tax  field  is  no  exception.  This  leads 
to  some  misunderstanding  by  people  in  other  fields  who  are 
not  familiar  with  what  specific  cooperative-oriented  terms 
mean.  The  following  paragraphs  explain  the  meaning  given  to 
a  few  of  these  terms  and  some  of  the  special  words  and  phrases 
subchapter  T  adds  to  the  basic  cooperative  vocabulary. 

A  cooperative  is  a  business  organization  formed  for  the  pur- 
pose of  providing  goods  or  services  for  its  patron-owners  or 

^^^  At  the  patron  level  certain  amounts  are  specifically  excludable  by 
statute  or  regulations  such  as  amounts  paid  or  allocated  to  patrons  on  the 
basis  of  personal,  rather  than  business,  expense  items.  Int.  Rev.  Code 
of  1954,  §  1385(b)(2). 

193  S.  Rep.  No.  1707  (on  H.R.  13103),  89th  Cong.,  2d  sess.  70  (1966). 

i^*  See  "Tax  on  Cooperatives,"  infra,  page  69. 

19^  See  "Tax  on  Patrons,"  infra,  page  75. 
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marketing  their  products.  Not  all  cooperatives  are  farmers' 
cooperatives,  there  being  a  number  of  other  types  such  as 
mutual  fire  or  life  insurance  associations,  urban  consumer 
cooperatives,  electric  and  telej^hone  cooperatives,  wholesaling 
businesses  owned  by  retailers,  and  the  like. 

The  term  patron  includes  any  person  ^vith  whom  or  for 
whom  a  cooperative  does  business  on  a  cooperative  basis, 
whether  a  stockholder,  member  or  nonmember  of  the  coopera- 
tive, and  whether  a  natural  person,  firm,  corporation,  or 
association. 

A  patronage  dividend  (cooperatives  prefer  and  normally  use 
the  term  patronage  refund)  is  defined  in  section  1388(a)  of 
the  Code  to  mean  an  amount  paid  to  a  patron  bv  a  cooperative 
(1)  on  the  basis  of  quantity  or  value  of  business  done  with  or 
for  such  patron,  (2)  under  an  obligation  of  the  cooperative  to 
pay  such  amount  ^vhich  obligation  existed  before  the  coopera- 
tive received  the  amount  so  paid,  and  (3)  which  is  determined 
by  reference  to  the  "net  earnings"  of  the  cooperative  from 
business  done  with  or  for  its  patrons. 

The  last  sentence  of  the  section  provides  that  a  patronage 
refund  shall  not  include  amoimts  paid  (a)  out  of  earnings 
other  than  from  business  done  with  or  for  patrons,  or  (b)  out 
of  earnings  from  business  done  ^vith  or  for  other  patrons  to 
whom  no  patronage  refunds  are  paid  or  to  Tvhom  smaller 
amotmts  are  paid,  with  respect  to  substantially  identical 
transactions. 

The  regulations, ^^^  in  disctissing  item  (2)  above,  use  the 
term  valid  enforceable  written  obligation.  It  is  then  explained 
that  an  amount  is  paid  "under  a  valid  enforceable  wTitten 
obligation"  if  the  payment  is  required  by  State  law,  or  is  paid 
pursuant  to  provisions  of  the  byla^vs,  articles  of  incorporation, 
or  other  wTitten  contract  wherebv  the  organization  is  obligated 
to  make  stich  payment. ^^~ 

Net  earnings,  for  purposes  of  item  (3)  above  incltide  the 
excess  of  amoinits  held  (or  assessed)  by  a  cooperative  to  cover 
expenses  or  other  items  over  the  amoiuit  of  such  expenses  or 
other  items. ^^^  The  regtilations  also  provide  that  "net  earnings" 


196  Treas.  Reg.  §  1.1388-1  (a). 

19'  This  "written"  obligation  requirement  of  the  regulations  may  cast 
doubt  on  the  precedent  value  of  certain  court  decisions.  Farmers'  Elevator 
Co.  of  East  Grand  Forks,  Minnesota,  T.C.  Memo  1962-204  (Dkt.  No. 
85149),  and  Georgetown  Farmers  Elevator  Co.  v.  United  States,  8  AFTR 
2d  5549  (D.C.  Minn.  1961),  appeal  dismissed  on  Government's  motion, 
305  F.  2d  376  (8th  Cir.  1962),  hold  that  an  "oral"  contract  is  a  sufficient 
antecedent  legal  obligation.  See  also  text  at  footnote  35,  supra. 

198  Treas.  Reg.  §  1.1388-1  (a)  (1 )  (iii). 
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shall  not  be  reduced  by  any  income  taxes  imposed  by  subtitle  A 
of  the  Code,  but  shall  be  reduced  by  dividends  paid  on  capital 
stock  or  other  proprietary  capital  interests. 

A  written  notice  of  allocation  means  any  capital  stock,  re- 
volving fund  certificate,  retain  certificate,  certificate  of  indebt- 
edness, letter  of  advice,  or  other  written  notice,  which  discloses 
to  the  patron  the  stated  dollar  amount  allocated  to  him  on  the 
books  of  the  cooperative,  and  the  portion  thereof,  if  any,  which 
constitutes  a  patronage  refund.  A  credit  to  the  account  of  a 
patron  on  the  cooperative's  books  without  disclosure  to  the 
patron,  is  not  a  written  notice  of  allocation.  The  written  notice 
may  show  the  patronage  refimd  as  a  dollar  amount  or  as  a 
percentage  of  the  stated  dollar  amount  of  the  allocation 
notice/^^ 

A  qualified  written  notice  of  allocation  ^^^  is  a  written  notice 
of  allocation  which  the  patron  can  redeem  in  cash  at  face  value 
within  90  days  after  the  date  of  notice,  or  a  written  notice  which 
the  patron  has  consented  to  include  in  his  taxable  income  upon 
receipt  in  the  same  manner  as  cash.  A  written  notice  will  not 
qualify  as  a  "qualified"  notice  unless  it  is  distributed  as  part 
of  a  patronage  refund  together  with  at  least  20  percent  or 
more^^^  of  the  amount  of  the  refund  in  money  or  a  qualified 
check  as  defined  in  section  1388  (c)  (4)  of  the  Code.  All  other 
written  notices  of  allocation  are  "nonqualified." 

The  payment  period  for  a  cooperative  is  the  period  begin- 
ning with  the  first  day  of  the  cooperative's  taxable  year  and 
ending  on  the  15th  day  of  the  ninth  month  following  the  close 
of  such  year.^^^  For  example,  the  payment  period  for  the  taxable 
year  1969  for  a  cooperative  keeping  its  books  on  a  calendar 
year  basis  would  be  January  1,  1969,  through  September  15, 
1970. 

Patron  consent  to  include  the  fidl  face  value  of  a  written 
notice  of  allocation  in  the  patron's  taxable  income  may  take 
any  of  three  forms: 

1.    It  may  be  by  individual  written  consent  which  must 
originally  be  given  to  the  cooperative  before  the  end  of 


199  Treas.  Reg.  §  1.1388-1  (b). 

200  Int.  Rev.  Code  of  1954,  §  1388(c). 

201  The  congressional  purpose  behind  the  20  percent  cash  requirement  was 
to  emphasize  to  the  patrons  the  taxabiUty  of  the  full  amount  of  the  refund 
in  the  patrons'  hands  and  to  provide  the  patrons  with  some  cash  with  which 
to  pay  the  tax.  S.  Rep.  No.  1881,  87th  Cong.,  2d  sess.,  112,  (1962),  Report 
of  the  Committee  on  Finance  on  the  Revenue  Act  of  1962. 

202  Int.  Rev.  Code  of  1954,  §  1382  (d)  ;  Treas.  Reg.  §  1.1382-4. 
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the  year  in  which  the  patronage  occurs.  It  applies  to  all 
patronage  in  that  year  and  subsequent  taxable  years  until 
revoked  in  -writing.  No  special  form  is  necessary  so  long  as 
the  terms  of  the  consent  are  clear.  It  may  be  on  a  signed 
invoice,  sales  slip,  delivery  ticket,  marketing  contract,  or 
other  paper  on  which  the  consent  appears. 

2.  For  members  of  a  cooperative,  consent  may  be  given 
by  becoming  or  continuing  as  a  member  after  the  coopera- 
tive has  adopted  (after  October  16,  1962)  a  bylaw  pro- 
vision stating  that  membership  in  the  cooperative 
constittites  such  consent.  This  is  called  "bylaw  consent"  and 
takes  effect  only  after  the  member  has  received  a  copy  of 
the  bylaw  together  ^vith  a  written  statement  as  to  its  sig- 
nificance. The  written  statement  or  notification  must  be 
given  separately  to  each  member  (or  prospective  member) 
before  patronage  occurs.  It  is  not  effective  after  a  patron 
ceases  to  be  a  member  or  after  repeal  of  the  bylaw 
provision. 

3.  W^here  neither  (1)  nor  (2)  applies,  consent  may  be 
obtained  by  a  patron  endorsing  and  cashing  a  qualified 
check  or  other  instrument  redeemable  in  money  repre- 
senting at  least  20  percent  of  the  total  patronage  refund 
on  or  before  a  prescribed  date,  but  no  later  than  90  days 
after  the  close  of  the  payment  period,  provided  such  check 
or  instrument  has  clearly  imprinted  on  it  that  endorsing 
and  cashing  it  will  constitute  such  consent. 

Tax  on  Cooperatives 

Farmer  cooperatives,  including  those  that  qualify  under 
section  521  of  the  Internal  Revenue  Code,  are  subject  to 
income  tax.  Their  income  and  expenses  for  income  tax  pur- 
poses are  computed  in  exactly  the  same  manner  as  those  of 
other  business  corporations.  Because  they  are  cooperatives 
operating  under  strict  rules  prescribed  by  law,  they  may  deduct 
from  gross  income  certain  patronage  allocations. 

The  requirements  surrounding  these  allocations  by  coopera- 
tives and  their  distribution  to  patrons  are  set  out  in  subchapter 
T  of  the  Code.^^^  Any  corporation  operating  on  a  cooperative 
basis  is  accorded  the  same  treatment  ^^^  with  respect  to  patron- 


203  Int.  Rev.  Code  of  1954  §§  1382,  1383  and  1388. 

204  Int.  Rev.  Code  of  1954,  §  1381(a)(2).  See  also  Rev.  Rul.  66-98, 
1966-1  Cum.  Bull.  200  (department  stores  formed  an  association  to  supply 
working  capital  needs  of  members  at  cost — held  to  be  operating  "on  a  co- 
operative basis"),  and  footnote  30,  supra,  and  accompanying  text. 

69 


age  distributions.^^'  By  and  large  what  a  cooperative  can  do  with 
patronage  allocations  taxwise  depends  upon  how  the  patrons 
have  consented  to  be  taxed.  Thus,  the  amounts  to  be  included 
in  a  patron's  gross  income  are  also  spelled  out  in  detail. ^°^ 

Subchapter  T  does  not  apply  to  exempt  mutual  ditch,  irriga- 
tion, or  electric  or  telephone  cooperatives,  to  mutual  savings 
banks,  building  and  loan  associations,  and  the  like,  or  to  mutual 
insurance  companies.  It  also  does  not  apply  to  taxable  organi- 
zations which  are  engaged  in  furnishing  electric  energy,  or 
providing  telephone  service,  to  persons  in  rural  areas.^^^  These 
organizations  are  taxed  in  accordance  with  the  applicable  rules 
of  law  in  effect  prior  to  the  effective  date  of  subchapter  T.^*^^ 

How  can  patronage  allocations  be  used  to  reduce  a  coopera- 
tive's taxable  income?  They  are,  according  to  the  law,  not  to  be 
taken  into  account  in  determining  the  taxable  income  of  a 
cooperative  if  paid  in  money,  qualified  written  notices  of  allo- 
cation, or  other  property  (except  nonqualified  allocations)  . 
The  amounts  thus  "not  taken  into  account"  by  a  cooperative 
and  therefore  not  taxable  to  it,  must  be  included  in  the  income 
of  the  patron  for  tax  purposes,  if  the  amounts  arise  from  busi- 
ness activity  of  the  patron.^^^ 

If  these  conditions  are  not  met,  the  patronage  allocations  are 
"nonqualified"  and  must  be  included  in  the  cooperative's  tax- 
able income  for  the  year  issued.  The  patron  need  not  include 
nonqualified  allocations  in  income  until  redeemed,  sold,  or 
otherwise  disposed  of.  A  deduction  may  be  taken  by  the  coop- 
erative for  the  amount  of  nonqualified  allocations  only  when 
they  are  redeemed  in  cash  or  merchandise.  If  at  that  time  the 
cooperative  is  not  able  to  make  use  of  a  deduction,  it  may 
obtain  a  refund  with  respect  to  the  taxes  paid  on  this  amount 
in  the  year  the  nonqualified  allocation  was  made.  The  patron 

205  Rev.  Rul.  69-389,  I.R.B.  1969-28,  18;  Rev.  Rul.  66-380,  1966-2 
Cum.  Bull.  359,  discussed  on  page  72. 

206  Int.  Rev.  Code  of  1954,  §  1385. 

2onnt.  Rev.  Code  of  1954,  §  1381(a)(2)(A),  (B)  and  (C). 

208  S.  Rep.  No.  1881,  87th  Cong.,  2d  sess.,  113  (1962),  Report  of  the 
Committee  on  Finance  on  the  Revenue  Act  of  1962. 

209  Int.  Rev.  Code  of  1954,  §  1382(b).  The  last  sentence  of  section 
1382(b)  states  that  "any  amount  not  taken  into  account"  under  this  section 
shall,  in  the  case  of  patronage  refunds,  "be  treated  in  the  same  manner  as 
an  item  of  gross  income  and  as  a  deduction  therefrom,"  and  in  the  case  of 
per— unit  retains,  "be  treated  as  a  deduction  in  arriving  at  gross  income." 
In  either  case,  however,  the  "exclusion"  or  "deduction"  at  the  cooperative 
level  depends  in  the  final  analysis  on  how  the  patron— taxpayer  is  willing  to 
handle  the  amount  involved  in  his  tax  returns.  Per-unit  retains  are  discussed, 
infra,  page  79. 
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is  required  to  take  redemptions  of  nonqualified  allocations  into 
his  income  in  the  year  redeemed,  again  provided  such  alloca- 
tions arise  out  of  the  patron's  business  activity  and  not  out  of 
purchases  of  personal,  living,  or  family  items.  Sale  or  other  dis- 
position of  nonqualified  allocations  by  the  patron  would  also 
affect  the  patron's  taxable  income. 

All  cooperatives,  including  those  with  section  521  status,  are 
allowed  8j/^  months  after  the  close  of  their  taxable  years  begin- 
ning after  December  31,  1962,  in  which  to  make  their  patronage 
allocations.^^^ 

Farmer  cooperatives  qualifying  under  section  521  ^^^  follow 
these  same  rules  in  determining  taxable  income.  In  addition, 
the  law^  provides  a  deduction  by  such  cooperatives  for  (1) 
amounts  paid  out  as  dividends  on  their  capital  stock  and  (2) 
amounts  of  nonpatronage  income  paid  to  patrons  on  a  patron- 
age basis  in  money,  qualified  written  notices  of  allocation  or 
other  property  (except  nonqualified  allocations)  .  Nonpatron- 
age income  includes  amounts  received  from  business  done  with 
or  for  the  U.S.  Government  or  from  nonpatronage  sources  such 
as  investments. ^^^  Here,  too,  the  receipt  by  the  patron  of  divi- 
dends on  capital  stock  obligates  the  patron  to  include  the 
amount  received  in  his  income  for  the  year  in  w^hich  received. 
Since  the  current  deductibility  by  the  cooperative  of  allocations 
to  patrons  of  nonpatronage  income,  including  income  from 
business  done  with  or  for  the  Government,  depends  upon  the 
"qualified"  status  of  the  allocation,  the  patron  need  not  pick  up 
the  amount  currently  in  his  income  unless  it  is  qualified. 

A  section  521  cooperative  might  make  patronage  allocations 
in  nonqualified  form.  If  it  does,  the  cooperative  gets  no  current 
deduction.  Again,  the  patron  need  not  report  as  income  the 
amount  of  a  nonqualified  allocation  until  redeemed,  sold,  or 
otherwise  disposed  of. 

Operating  on  a  cooperative  basis  is  essential  to  tax  treatment 
under  subchapter  T.^^^  Not  all  arrangements  or  operating  prac- 
tices satisfy  the  requirement.  For  example,  the  Court  of  Appeals 
in  affirming  the  lower  court  said,^^^  "\Ve  *  *  *  cannot  sanction 


^^^  Prior  law  extended  this  8/2  month  period  to  section  521  cooperatives 
only.  Moreover,  there  was  no  requirement  that  the  patronage  must  have 
occurred  in  the  preceeding  taxable  year  as  is  now  the  case  under  subchapter 
T  except  for  pooling  arrangements.  Int.  Rev.  Code  of  1954,  §  1382(d) 
and  (e). 

^^^  See  "Requirements  for  521  Status,"  supra,  page  29. 

212  Int.  Rev.  Code  of  1954,  §  1382(c). 

213  Int.  Rev.  Code  of  1954,  §  1381(a)  (2). 

214  Mississippi  Valley  Portland  Cement  Co.  v.  United  States,  408  F.  2d 
827  (5th  Cir.  1969),  aff'g  280  F.  Supp.  393  (S.D.  Miss.  1967). 
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a  masquerade  wherein  a  dividend  is  costumed  in  the  habili- 
ments of  a  patronage  dividend."  The  arrangement  in  question 
was  characterized  by  the  court  as  a  "cooperative  camouflage" 
in  that  the  shareholders  were  not  patrons  of  the  cooperative  or 
users  of  its  cement.  They  were  instead  investors  in  a  corpora- 
tion selling  cement  to  the  general  public.  The  distributions  to 
them  were  not  therefore  patronage  refunds  under  subchapter  T 
but  rather  dividends  on  shares  of  stock. 

In  Revenue  Ruling  66-380^^^  the  question  was  whether  a 
producer-patron  who  bought  crops  marketed  by  his  cooperative 
for  other  producers  was  a  person  with  whom  the  cooperative 
did  business  "on  a  cooperative  basis"  within  the  meaning  of 
subchapter  T,  and  whether  a  patronage  refund  paid  on  such 
purchases  was  deductible.  The  cooperative  did  not  have  section 
521  status. 

The  ruling  holds  that  the  "producer-patron"  by  buying  crops 
marketed  by  the  cooperative  placed  himself  in  the  same  posi- 
tion as  a  commercial  customer  to  whom  the  cooperative  markets 
its  patrons'  products.  In  the  circumstances,  the  purchaser  of  the 
crops  in  question  was  said  not  to  be  dealing  with  the  coopera- 
tive "on  a  cooperative  basis"  and  he  was  not  therefore  consid- 
ered a  patron  within  the  meaning  of  Treasury  Regulation 
1.1388-1  (e) .  No  patronage  refund  deduction  was  allowed. 

In  another  ruling  under  subchapter  T^^®  it  was  held  that  a 
wholesale  grocery  cooperative  was  entitled  to  a  deduction  for 
patronage  refunds  paid  to  its  independently  operated  wholly 
owned  subsidiary  where  it  dealt  with  the  subsidiary  on  a  coop- 
erative basis  in  the  same  manner  as  with  its  other  retail  grocer 
members. 

The  subsidiary  was  considered  to  be  a  bona  fide  patron  of 
the  cooperative.  The  refunds  constitute  patronage  refunds 
within  the  meaning  of  section  1388  of  the  Code  for  which  the 
cooperative  was  entitled  to  a  deduction  imder  section  1382  of 
the  Code. 

How  to  ''Qualify"  Patronage  Refunds 

In  order  to  "qualify"  its  patronage  refimds  under  the  law  and 
thereby  make  them  currently  deductible  as  "qualified  written 
notices  of  allocation,"  a  cooperative  must  pay  20  percent  of  the 
refund  in  money  or  a  "qualified  check."  In  addition,  one  of  two 
other  conditions  must  be  met.  The  patron  must  either  have  the 


215  1966-2  Cum.  Bull.  359. 

216  Rev.  Rul.  69-389,   I.R.B.   1969-28,   18.   See  also  Rev.  Rul.  66-98, 
1966-1  Cum.  Bull.  200,  footnote  204  supra. 
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opportunity  to  draw  down  the  total  refund  in  cash  within  UU 
days  after  the  allocation  is  made,  or,  in  one  of  three  forms,- 
consent  to  ha\'e  the  refund  treated  as  constructively  distributed 
to  him  and  reinvested  by  him  in  the  cooperative. -*' 

With  respect  to  patron  consent,  a  cooperati\'e's  patrons  must 
agree  '"to  take  into  account"  at  the  stated  dollar  or  face  amount 
all  written  notices  of  allocation  issued  to  them.  A  patron,  in 
other  words,  must  agree  to  inchide  currently  in  his  gross  income 
as  ordinary  income  the  face  amount  of  his  patronage  refimds. 
He  may  do  this  by 

1.  agreeing  in  wTiting, 

2.  joining  or  continuing  as  a  member  of  a  cooperative 
having  a  bylaw  adopted  after  October  16,  1962,  providing 
that  membership  in  the  cooperative  constitutes  such  con- 
sent and  after  he  has  received  a  written  notification  and 
copy  of  the  bylaw,^^^  or 

3.  endorsing  and  cashing  a  (qualified  check.  This  may  be 
done  by  either  members,  nonmembers,  or  both,  but  only 
if  neither  of  the  other  tw^o  forms  of  consent  are  obtained 
from  a  patron.  For  example,  stippose  a  cooperative  gives 
a  patron  a  check  representing  a  portion  of  the  patron's 
total  patronage  refund. ^^^  This  check — and  this  w^ould 
also  apply  to  any  other  instrument  redeemable  in  money 
— must  have  clearly  imprinted  on  it  a  statement  that  its 
endorsement  and  cashing  constitutes  the  consent  of  the 
patron  to  include  the  full  stated  dollar  amoimt  of  the 
allocation,  referred  to  in  the  check,  in  his  income,  to  the 
extent  required  by  the  Federal  income  tax  laws. 

For  the  noncash  portion  of  the  allocation  accompanying 
the  qualified  check  to  be  treated  as  a  qualified  allocation, 
the  check  itself  must  be  cashed  not  later  than  90  days  after 
the  payment  date  of  the  cooperative  for  patronage  refunds 
(that  is,  90  days  after  September  15  in  the  case  of  a  calen- 
dar year  cooperative)  .  A  cooperative,   however,  has  the 


^^'  The  Senate  Finance  Committee  expresses  patron  consent  in  terms  of  a 
constructive  receipt  theon-.  S.  Rep.  No.  1881,  supra,  footnote  208,  at  114. 
However  expressed,  the  basic  ingredient  in  any  form  of  consent  is  the 
patron's  willingness  to  finance  his  cooperative.  This  is  one  of  the  reasons  he 
agrees  to  take  the  full  face  amount  of  the  refund  into  account  in  his  gross 
income  currently. 

^^®  See  text  infra,  at  page  74  for  form  of  bylaw  consent  and  notification 
requirements. 

2^^  A  qualified  check  may  also  be  used  as  a  part  of  a  patronage  refund 
which  includes  the  proceeds  of  business  done  with  the  United  States  (or  any 
of  its  agencies)  or  from  sources  other  than  patronage. 
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right  to  issue  a  qualified  check  prior  to  the  payment  date 
and  require  cashing  within  a  90-day  period  thereafter. 
Thus,  if  a  cooperative  wants  to,  it  may  require  cashing  of 
the  check  before  the  expiration  of  the  90  day  period. 

Individual  written  consent  to  be  effective  must  be  given  to 
the  cooperative  before  the  end  of  the  taxable  year  in  which  the 
patronage  occurs.  No  particular  form  is  required  so  long  as 
the  paper  on  which  it  appears  clearly  discloses  the  terms  of 
the  consent.^^^  The  paper  might  be  an  invoice,  sales  slip,  deliv- 
ery ticket,  or  marketing  contract.  Unless  provision  is  made  to 
the  contrary,  the  written  consent  applies  to  all  patronage  dur- 
ing the  year  in  which  received  by  the  cooperative,  and,  unless 
revoked,  for  all  subsequent  years. 

With  respect  to  pooling  arrangements,  written  consent  made 
at  any  time  before  the  close  of  the  cooperative's  taxable  year 
during  which  the  pool  closes  is  effective  for  all  patronage 
under  the  pool.^^^ 

The  statute  and  the  regulations  ^^^  require  that  a  patron 
consenting  by  means  of  a  bylaw  be  given  "  a  written  notifica- 
tion and  copy  of  such  bylaw."  The  regulations  amplify  this  by 
stating  that  the  written  notification  must  inform  the  patron  that 
the  bylaw  has  been  adopted  and  of  its  significance.  Further- 
more, this  notification  and  bylaw  copy  to  be  effective  consent, 
must  be  given  separately  to  each  member  (or  prospective  mem- 
ber) before  patronage  occurs.  According  to  the  regulations,  a 
prospective  member  must  receive  the  notification  and  a  copy  of 
the  bylaw  before  he  becomes  a  member. 

The  regulations  also  state  that  a  written  notice  and  copy  of 
the  bylaw  published  in  a  newspaper  or  posted  at  the  coopera- 
tive's place  of  business  would  not  be  sufficient  to  qualify  a 
written  notice  of  allocation.  A  member  or  prospective  mem- 
ber is  presumed  to  have  received  the  notification  and  bylaw 
copy  if  they  were  sent  to  his  last  known  address  by  ordinary 
mail. 

Form  of  Bylaw  Consent 

The  following  is  an  example  of  a  bylaw  provision  which  the 


^^^  Neither  the  congressional  committees  nor  the  regulations  under  sub- 
chapter T  suggest  a  form  of  individual  consent.  See  page  75,  infra,  for  form 
of  bylaw  consent. 

^^^  See  "Capital  Retains — Pooling  Arrangements",  infra,  page  84. 

222  Int.  Rev.  Code  of  1954,  §  1388(c)(2);  Treas.  Reg.  §  1.1388-1  (c). 

74 


Senate   Finance  Committee -^"^  stated   would   meet   the   bylaw 
consent  requirement: 

Each  person  who  hereafter  applies  for  and  is  accepted 
to  membership  in  this  cooperative  and  each  member  of 
this  cooperati\e  on  the  effective  date  of  this  bylaw  who 
continues  as  a  member  after  such  date  shall,  by  such  act 
alone,  consent  that  the  amoimt  of  any  distributions  with 

respect  to  his  patronage  occurring  after 

.  which  are  made  in  written  notices  of  allocation 


(as  defined  in  26  U.S.C.  1388)  and  which  are  received  by 
him  from  the  cooperative,  will  be  taken  into  account  by 
him  at  their  stated  dollar  amoiuits  in  the  manner  pro- 
vided in  26  U.S.C.  1385(a)  in  the  taxable  year  in  which 
such  written  notices  of  allocation  are  received  by  him. 

Revoking  Consent 

Individual  written  consent  by  a  patron  may  be  revoked  at 
any  time.  The  revocation  must  be  in  writing  and  furnished  to 
the  cooperative.  It  would  be  effective  only  with  respect  to 
patronage  occiuring  after  the  close  of  the  cooperative's  taxable 
year  during  which  the  revocation  is  filed  with  the  cooperative. 

In  a  pooling  arrangement."^  the  revocation  would  not  be 
effective  with  resj:)ect  to  any  products  delivered  by  the  patron 
to  his  cooperative  before  he  revokes  his  individual  consent. 

Bylaw  consent  continues  as  long  as  the  patron  is  a  member. 
If  a  patron  terminates  his  membership,  the  bylaw  consent 
applies  only  to  patronage  occurring  while  the  patron  was  a 
member.  Bylaw  consent,  of  course,  would  not  a|)plv  after  the 
consent  provision  is  repealed. 

Tax  on  Patrons 

The  taxation  of  a  patron's  income  from  a  cooperative 
depends  on  several  factors  such  as  the  type  of  distribution  he 
receives  and  the  deductibility  by  the  cooperative  of  the  amount 
distributed  which  includes  the  important  element  of  the 
patron's  consent  to  be  taxed.  Cjcnerally,  the  patron  is  not 
taxed  currently  on  amounts  recei\  ed  from  a  cooperative,  unless 
the  distributions  are  made  in  strict  accordance  with  the  statute 


223  S.  Rep.  No.  1881,  supra,  footnote  208  at  318.  Treas.  Reg.  §  1.1388- 
1  (c)  (3)  (ii)  (b)  uses  the  same  example. 

224  See  also  "Capital  Retains — Pooling  Arrangements"  infra,  page  84. 
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and  regulations  thereby  making  them  deductible  by  the 
cooperative. ^^^ 

There  are  two  possible  exceptions  to  this.  First,  distributions 
representing  dividends  on  capital  woidd  be  taxable  to  the 
patron  even  without  the  statutory  consent  required  in  the 
case  of  patronage  distributions  and  even  though  not  deductible 
by  the  cooperative. ^^^  Second,  the  consenting  patron  is  taxed 
on  a  patronage  distribution  even  though  the  cooperative  cannot 
deduct  it  because  it  was  not  distributed  in  the  proper  payment 
period.^^^ 

Assuming  that  patronage  distribiuions  are  appropriately 
made,  the  patron  is  taxed  on  them  in  the  following  manner: 

1.  Patronage  Refunds.  -  - 

When  received  as  patronage  refimds,  the  patron  is  generally 
taxed  on  the  amotmt  of  money,  the  fair  market  value  of  prop- 
erty, the  stated  dollar  amotmt  of  qualified  written  notices  of 
allocation,  and  the  total  amotmt  of  a  qtialified  check  (some- 
times called  a  consent  check)  endorsed  and  cashed  by  him. 
The  patron  may,  however,  exclude  from  his  income  those 
patronage  refunds  based  on  his  purchases  of  living,  or  family 
items.^^^ 

In  the  case  of  section  521  cooperatives,  patronage  refunds 
might  include  nonpatronage  distributions  consisting  of 
amounts  allocated  to  patrons  on  a  patronage  basis  from  non- 
patronage sources  such  as  interest  received  from  investments 
and  from  business  done  with  the  United  States  or  its  agencies. 
The  portion  of  a  patronage  refund  representing  such  distribu- 
tions received  in  money,  a  qualified  written  notice  of  alloca- 
tion, or  other  property  (except  nonqualified  allocations)  also 
must  be  included  by  the  patron  in  his  gross  income  for  the 
year  received. 

If  a  patron  is  not  advised  in  writing  of  his  right  of  redemp- 
tion at  the  time  he  receives  a  written  notice  of  allocation,  or 
if  he  receives  less  than  20  percent  of  the  patronage  reftmd  in 
cash,  the  notice  is  nonqualified.  In  this  sittiation,  the  cash 
received  is  includable  in  income  in  the  year  received.  The 


225  Int.  Rev.  Code  of  1954,  §  1385(a). 

226  Dividends  on  capital  are  not  deductible  by  a  farmer  cooperative  unless 
it  qualifies  under  section  521.  Other  cooperatives  get  no  deduction  for  divi- 
dends paid  on  stock. 

227Treas.  Reg.  §  1.1385-1  (a)  (2). 

228  Int.  Rev.  Code  of  1954,  §§  1385  (b),  1388  (e). 
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balance  of  the  patronage  refund  covered  by  the  notice  would 
be  taxable  to  the  patron  in  the  year  the  notice  is  redeemed. ^^^ 

A  nonqualified  T\Titten  notice  of  allocation  is  not  includable 
in  the  patron's  income  in  the  year  it  is  received.  It  is  included 
in  the  year  the  notice  is  redeemed  or  sold.  In  general,  for  the 
purpose  of  determining  the  amount  of  gain  from  the  sale  or 
redemption  of  nonqualified  written  notices  of  allocation,  the 
allocation  has  a  zero  basis  to  the  patron. 

The  regulations  under  section  1385  ^^°  of  the  Code  deal  exten- 
sively with  questions  of  gain  and  loss  on  sale  or  redemption  of 
qualified  and  nonqualified  patronage  refunds,  including  appro- 
priate treatment  of  refunds  received  with  respect  to  marketing 
or  purchasing  of  capital  assets  and  depreciable  j)roperty  used 
in  a  trade  or  business.  These  are  matters  beyond  the  scope 
of  this  text.  There  is,  however,  one  rtding  that  should  be 
mentioned. 

Revenue  Ruling  70-64  holds  that  redemption  of  a  qtialified 
written  notice  of  allocation  at  less  than  the  stated  dollar  amount 
entitles  the  patron-member  of  a  farmer  cooperative  to  an  ordi- 
nary loss  deduction  in  the  year  of  redemption. ^^^  The  taxpayer, 
a  chicken  farmer,  had  been  a  member  of  the  cooperative  for 
many  years  where  he  marketed  his  eggs  and  chickens  and  pur- 
chased his  farm  stipplies.  The  cooperative  isstied  qualified 
written  notices  of  allocation,  within  the  meaning  of  section 
1388  of  the  Code  and  normally  followed  the  practice  of  redeem- 
ing these  allocations  for  cash  as  soon  as  feasible,  usually  within 
1  or  2  years. 

In  1963  the  member  received  qualified  allocations  which  he 
included  as  ordinary  income  for  the  taxable  year  1963  at  their 
stated  dollar  amount  in  accordance  with  section  1385   (a)    (1) 
of  the  Code. 

In  1968  the  cooperative  announced  for  the  first  time  that  it 
would  redeem  the  notices  in  question  for  less  than  their  stated 
dollar  amount.  Presumably,  although  the  ruling  does  not  so 

^^^  Here  again  the  patron  excludes  from  his  income  patronage  refunds 
based  on  his  purchases  of  living,  or  family  items. 

230  Treas.  Reg.  §  1.1385-1. 

231I.R.B.  1970-6,  9.  In  romlinson  v.  Massey,  308  F.  2d  168  (5th  Cir. 
1962),  a  patron  who  sold  his  revolving  fund  certificates  in  1949,  receiving 
an  installment  payment  thereon  in  1951,  could  report  as  capital  gain  and 
not  ordinary^  income,  the  amount  received  under  the  law  and  regulations 
then  in  effect.  The  Government  had,  in  1947,  levied  income  taxes  on  funds 
held  by  the  cooperative  which  were  represented  by  the  certificates.  The 
parties  had  stipulated  that  the  certificates,  when  issued,  represented  risk 
capital  of  the  cooperative  and  no  subsequent  corporate  event  changed 
their  character. 

77 


state,  the  amount  paid  in  1968  was  all  the  farmers  holding  1963 
allocations  would  receive  in  redemption  thereof.  This  would 
not  seem  to  be  the  usual  situation  since  cooperatives  normally 
redeem  the  full  face  amount  of  their  allocations  even  though  for 
financial  reasons  such  redemptions  may  be  spread  over  several 
years. 

There  is  no  indication  in  the  ruling  as  to  how  the  interests 
of  such  a  member  would  be  affected  on  dissolution  or  liquida- 
tion of  the  cooperative.  The  question  presented  was  whether 
the  taxpayer  incurred  an  ordinary  loss  or  a  capital  loss. 

The  ruling  holds  that  since  the  member  joined  the  coopera- 
tive to  facilitate  his  farming  business,  the  notice  of  allocation 
arose  in  the  ordinary  course  of  the  taxpayer's  trade  or  business. 
When  he  received  less  than  the  stated  dollar  amount  of  the 
allocation  in  1968  he  incurred  an  ordinary  loss  for  that  year 
deductible  under  section  165  of  the  Code.  The  loss  is  measured 
by  the  difference  between  the  stated  amount  included  in  income 
in  1963  and  the  amount  received  upon  redemption. 

2.  Per-Unit  Retain  Allocatbons.  -  - 

The  amount  of  a  per-unit  retain  allocation  made  in  the 
form  of  a  qualified  per-unit  retain  certificate  during  the 
patron's  taxable  year  is  includable  in  his  income  in  the  year 
received. ^^^  A  nonqualified  certificate  is  not  includable  in 
the  patron's  gross  income  until  redeemed  or  sold. 

The  Senate  Finance  Committee  ^^^  sums  up  the  taxation  of 
patrons  under  subchapter  T  pointing  out  that,  with  the  excep- 
tions noted,  a  patron  is  required  to  take  into  income  the  patron- 
age refunds  (and  nonpatronage  distributions)  made  in  cash, 
qualified  allocations,  or  other  property,  and  the  amount  he  is 
required  to  take  into  his  income  is  the  same  as  that  currently 
deductible  or  excluded  by  the  cooperative;  namely,  the  stated 
dollar  amount  of  qualified  allocations  and  the  fair  market 
value  of  other  property  (except  nonqualified  allocations)  .  It 
is  noted  that  the  patron  is  also  required  to  include  in  his 
income  nonqualified  allocations  when  redeemed. 

"Generally,"  according  to  the  Committee,  "the  effect  of  the 
treatment  specified  above  for  patrons  taken  together  with  that 
also  outlined  above  for  cooperatives  is  to  obtain  a  single  cur- 
rent tax  with  respect  to  the  income  of  the  cooperative,  either 
at  the  level  of  the  cooperative  or  at  the  level  of  the  patron. 


232  See  "Capital  Retains"  infra,  page  79. 

233  S.  Rep.  No.  1881,  supra,  footnote  208,  at  115. 
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However,  this  rule  will  not  apply  in  the  case  of  patronage 
dividends  paid  with  respect  to  purchases  of  personal,  living, 
or  family  items.  In  such  cases  there  is  to  be  no  inclusion  in  the 
income  of  the  patron  with  respect  to  the  patronage  dividends 
even  thotigh  they  are  not  taken  into  accoimt  by  the  coopera- 
tive. This  is  in  accord  with  the  concept  that  patronage  divi- 
dends represent  price  adjustments.  Therefore,  the  patronage 
dividends  in  these  cases  represent  down^vard  price  adjustments 
of  personal,  living,  or  family  items  and  should  no  more  lead  to 
taxable  income  than  bargain  purchases  of  such  items  elsewhere. 
"An  exception  to  the  rule  for  inclusion  of  the  patronage 
dividends  in  income  is  also  made  for  patronage  dividends 
attributable  to  purchases  of  depreciable  property  or  capital 
assets.  In  such  cases  the  patron  is  not  required  to  take  the 
dividend  into  income  since  it  in  effect  represents  an  adjtistment 
in  the  price  paid  for  these  articles  and  therefore  is  reflected  in 
their  basis.  However,  the  lower  basis  for  the  property  in  the 
case  of  depreciable  property  ^vill  mean  smaller  depreciation 
deductions  or  in  the  case  of  capital  assets  (and  depreciable 
assets)    will  result  in  a  larger  gain  upon  sale." 

Capital  Retains 

The  1966  amendments  of  the  tax  law^^^  affecting  coopera- 
tives and  their  patrons  apply  directly  to  those  cooperatives  that 
market  products  for  their  patrons  and  use  per-unit  capital 
retain  financing.  These  changes  ^vere  designed  to  collect  income 
taxes  currently  at  either  the  cooperative  or  patron  level  on 
amounts  patrons  fiunish  as  capital  on  the  basis  of  the  dollar 
value  or  the  physical  volinne  of  products  marketed  through 
the  cooperative. 

Per-unit  Retains-  What  Are  They? 

One  of  the  principal  responsibilities  of  membership  in  a 
cooperative  is  to  provide  finids  for  capital  ptirposes. 

These  fimds  are  stipplied  by  members  generally  to  finance 
the  acquisition  of  assets — current,  fixed,  and  other.  In  accoimt- 
ing  parlance  these  amounts  are  reflected  as  a  part  of  net  worth. 

The  term  "retains"  is  unforttmate  because  it  carries  the  con- 


234  Section  211,  Foreign  Investors  Tax  Act  of  1966,  Pub.  L.  89-809, 
approved  November  13,  1966,  entitled  Tax  Treatment  of  Per-Unit  Retain 
Allocations,  amending  subchapter  T  of  the  Internal  Revenue  Code  of  1954 
(sections  1382,  1383,  1385  and  1388)  and  section  6044  of  the  Code  relating 
to  information  reporting. 
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notation  that  the  cooperative  is  "withholding"  money  or  funds 
from  its  patrons — perhaps  arbitrarily.  This,  of  course,  is  not 
the  case.  These  funds  are,  in  fact,  capital  investments  made  by 
patrons  under  specific  agreements  ^vith  the  cooperative. 

Members  usually  have  several  alternative  methods  of  meeting 
their  basic  financing  responsibility.  They  may  make  out-of- 
pocket  investments — buy  a  membership  or  additional  shares  of 
stock,  for  example.  They  may  invest  a  portion  of  their  patron- 
age refunds  arising  from  the  operations  of  the  cooperative.  Or 
they  may  furnish  capital  based  on  the  dollar  value  or  physical 
volume  of  products  marketed  through  their  cooperative. 

It  is  this  latter  method  of  capital  financing  that  brought  into 
use  the  misleading  terms  "per-unit  retains"  and  "per-unit 
retain  certificates."  The  1966  amendments  to  stibchapter  T 
pick  up  this  unfortunate  terminology. 

Cooperatives  follow  different  practices  in  timing  the  issu- 
ance of  per-unit  retain  certificates.  The  certificates  may  be 
issued  upon  delivery  of  the  product  or  they  may  not  be  issued 
until  the  product  is  ultimately  sold.  And  in  cases  where  an 
aging  process  is  involved — wine  making  for  example — or,  in 
a  pooling  arrangement,  several  years  may  elapse  before  the 
certificates  are  issued. 

Per-unit  capital  retain  financing  should  be  distinguished 
from  other  methods  of  financing.  The  method  most  frequently 
confused  with  capital  retains  is  one  in  which  patrons  authorize 
the  cooperative  to  deduct  a  portion  of  the  marketing  proceeds 
on  a  per-unit  basis  to  pay  operating  expenses  of  the  cooperative. 
From  an  accounting  viewpoint  these  latter  funds  comprise 
the  cooperative's  primary  income.  After  paying  all  operating 
expenses,  the  balance  is  distributed  as  patronage  reftmds. 

Patronage  refunds  have  their  own  special  rules  for  tax  treat- 
ment under  subchapter  T.  They  provide,  in  general,  that  if 
the  patron  consents,  he  is  taxed;  if  not,  the  cooperative  pays 
the  tax  because  it  gets  no  current  deduction  for  patronage 
refunds.^^^ 

Marketing  contracts  or  agreements  sometimes  cover  both 
methods  of  operation  biu  they  do  not  always  clearly  distinguish 
between  per-unit  capital  retains  and  deductions  for  operating 
purposes.  As  indicated,  important  distinctions  exist  between 
the  two  which  should  be  recognized  in  accounting  and  tax 
treatment.  On  the  one  hand,  the  patron  agrees  to  invest 
amounts  for  capital  purposes  and,  on  the  other,  he  authorizes 


^^^  See  pages  69  through  75,  supra,  for  a  discussion  of  the  tax  treatment 
of  patronage  refunds  at  both  cooperative  and  patron  level. 
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amounts  for  operating  purposes.   It  is  only  the  proceeds  for  • 
the  latter  type  of  activity   that   appropriately   belong   in   the 
income  accounts  of  the  cooperative. 

In  spite  of  these  distinctions,  the  1966  amendments  to  sub- 
chapter T,  as  well  as  Treasury's  per-unit  retain  regulations 
issued  in  October  1 965  ^^^  seem  to  proceed  on  the  basis  that 
per-unit  capital  retains  are  a  part  of  a  cooperative's  operating 
accounts  and  are  thereby  subject  to  income  tax  treatment  at 
the  cooperative  level. 

The  1965  regulations  are  superseded  by  the  1966  amend- 
ments, but  no  new  regidations  had  been  issued  at  the  time  this 
text  was  prepared. 

Effect  of  1966  Law 

In  adopting  the  1966  changes,  the  Senate  Finance  Committee 
noted  that  the  new  law  provided  "tax  treatment  with  respect 
to  per-unit  retain  certificates  which  parallels,  in  general,  the  tax 
treatment  applicable  with  respect  to  patronage  dividends."  ^^^ 
Thus  the  1966  amendments  require  a  cooperative  to  pay  the 
tax  currently  unless  its  per-unit  retains  are  evidenced  by  certifi- 
cates that  are  qualified  under  the  law.  The  patron  is  required 
to  pay  the  tax  if  he  gets  a  ''qualified"  certificate.  The  certificate 
is  qualified  only  if  the  patron  agreed  to  include  in  his  gross 
income  currently  the  face  amount  of  the  certificate  received. 
If  he  gets  a  "nonqualified"  certificate,  he  reports  the  amount 
received  only  when  it  is  redeemed,  sold,  or  otherwise  disposed 
of. 

How  to  ''Qualify" 

The  1966  law  refers  to  a  per-unit  retain  as  a  "per-unit  retain 
allocation."  This  is  defined,  in  general,  as  "any  allocation"  by 
a  cooperative  to  patrons  based  on  products  marketed  for  them. 

2^®T.D.  6855,  1965-2  Cum.  Bull.  21.  For  a  discussion  of  these  regulations 
see  Neely  &  Volkin,  Per— Unit  Capital  Retains — Tax  Treatment  by  Coopera- 
tives and  Patrons,  U.S.  Dept.  Agriculture  Farmer  Cooperative  Service 
Information  51  ^966)  ;  Wile,  Taxation  of  Farmers'  Cooperatives  and  Their 
Patrons,  1966  So.  Calif.  Tax  Inst.  449;  Mather,  Per-Unit  Retain  Regula- 
tions— A  Neuj  Course  to  Chart,  Cooperative  Accountant.  Summer,  1966,  3. 

237  S.  Rep.  No.  1707  (on  H.R.  13103  >,  89th  Cong.,  2d  sess.,  70  (1966). 
The  committee  also  noted  with  respect  to  the  1965  per-unit  retain  regula- 
tions: "By  adopting  this  amendment,  your  committee  does  not  intend  to 
reflect  on  the  validity  of  the  regulations  recently  issued  by  the  Treasun- 
Department  with  respect  to  per— unit  retain  certificates,  nor  does  your  com- 
mittee intend  to  reflect  on  the  deductibility  in  the  past  of  per-unit  retain 
certificates  to  cooperatives  or  the  includability  in  the  past  of  such  certificates 
in  the  income  of  patrons." 
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Such  allocations  must  be  fixed  without  reference  to  the  net 
earnings  of  the  cooperative. 

A  per— unit  retain  certificate  is  defined  as  a  written  notice 
which  discloses  to  the  recipient  the  stated  dollar  amount  of  a 
per-unit  retain  allocation. 

In  order  to  ''qualify"  its  per-unit  retain  certificates  under 
the  law,  a  cooperative's  patrons  must  agree  "to  take  into 
account"  at  the  stated  dollar  amount  all  per-unit  retain  certifi- 
cates issued  to  them.  In  other  words,  a  patron  must  agree  to 
include  currently  in  his  gross  income  as  ordinary  income  the 
face  amount  of  his  retain  certificates.  He  may  do  this  by 

1.  agreeing  in  writing,  or 

2.  joining  or  continuing  as  a  member  of  a  cooperative 
having  bylaws  adopted  after  November  13,  1966,  provid- 
ing that  membership  in  the  organization  constitutes  such 
agreement  and  after  he  has  received  a  written  notification 
and  copy  of  the  bylaw. ^^^ 

The  patron  must  give  his  individual  written  agreement  to 
the  cooperative  before  the  end  of  the  taxable  year  in  which  the 
patronage  occurs.  The  agreement  must  apply  to  all  products 
delivered  to  the  cooperative  in  that  year  and  subsequent  taxable 
years  until  the  consent  is  revoked.^^^ 

Form  of  Consent  Agreements 

Neither  the  1966  law  nor  the  Senate  Finance  Committee 
Report  offer  a  suggested  form  of  individual  consent  or  a  bylaw 
provision.  Cooperatives  electing  to  get  members'  consent  by 
means  of  a  bylaw  might  consider  the  following  language: 

Each  person  who  hereafter  applies  for  and  is  accepted  as 
a  member  in  this  cooperative  and  each  member  of  this  co- 
operative on  the  effective  date  of  this  bylaw  who  continues 
as  a  member  after  such  date  shall,  by  such  act  alone,  con- 


^^^  In  connection  with  bylaw  consent,  the  1 966  law  provides  that  members 
must  receive  a  written  notification  and  copy  of  such  bylaw.  Cooperatives 
should  be  careful  to  use  procedures  that  will  give  members  the  necessary 
written  notification  and  a  bylaw  copy  before  patronage  occurs.  The  law  also 
seems  to  require  that  the  notice  and  bylaw  be  given  to  the  patron  before  he 
becomes  a  member. 

2^^  The  new  law  does  not  specifically  deny  a  deduction  or  exclusion  to  the 
cooperative  for  its  qualified  per— unit  retains  should  a  consenting  patron  fail 
to  include  the  face  amount  of  the  retain  in  his  gross  income  currently.  In 
this  connection,  compare  the  October  1965  regulations  disallowing  a  co- 
operative's deduction  if  a  court  held  a  bylaw  consent  agreement  unenforce- 
able against  the  patron. 
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sent  and  agree  to  include  in  his  gross  income  the  stated 
dollar  amount  of  all  per-unit  retain  certificates  received 
by  him  in  connection  with  products  marketed  through  the 
cooperative  on  and  after 

or. 

Each  person  who  hereafter  applies  for  and  is  accepted  as 
a  member  in  this  cooperative  and  each  member  of  this 
cooperative  on  the  effective  date  of  this  bylaw  who  con- 
tinues as  a  member  after  such  date  shall,  by  such  act  alone, 
consent  that  the  amount  of  any  per-unit  retain  allocation 

with  respect  to  his  patronage  occurring  after , 

which  are  made  in  per-imit  retain  certificates  (as  defined 
in  26  U.S.C.  1388  (g)j  and  which  are  received  by  him 
from  the  cooperative,  will  be  taken  into  accoimt  by  him 
at  their  stated  dollar  amounts  in  the  manner  provided  in 
26  U.S.C.  1385  (a)  in  the  taxable  year  in  which  such  per- 
unit  retain  certificates  are  received  by  him. 

Instead  of  separate  bvlaw  pro\isions  on  patronage  refunds 
and  on  per-unit  retains,  consideration  might  be  given  to  amend- 
ing the  patronage  refund  bylaw  adopted  to  meet  the  require- 
ments of  subchapter  T.  This  could  be  accomplished  by  adding 
to  the  patronage  refiuid  bylaw,  where  appropriate,  the  words 
''per-unit  retain  allocations,''  and  ''per-unit  retain  certificates.'' 

Individual  written  consents  under  the  1966  law  might  be  as 
follows: 

I  agree  to  include  in  mv  gross  income  the  face  amount 
of  any  per-imit  retain  certificates  issued  by  the  coopera- 
tive to  me  on  and  after 

Signed 

Revocation  Procedures 

Individual  written  consent  by  a  patron  may  be  revoked  at 
any  time.  The  re\  ocation  must  be  in  writing  and  filed  with  the 
cooperative.  It  would  be  effective  only  with  respect  to  products 
delivered  by  the  patron  on  or  after  the  first  day  of  the  coopera- 
tive's first  taxable  vear  beginning  after  the  re\ocation  is  filed 
with  the  cooperative. 

In  a  pooling  arrangement,  the  revocation  ^vould  not  be  effec- 
tive with  respect  to  any  products  delivered  by  the  patron  to 
the  cooperative  before  he  revokes  his  individual  consent. 

A  bylaw  consent  cannot  be  revoked  so  long  as  the  patron  is 
a  member.  If  a  patron  terminates  his  membership,  the  bvla^v 

83 


consent  applies  only  to  per-unit  retain  certificates  issued  in 
connection  with  products  delivered  before  he  ceased  to  be  a 
member. 

Pooling  Arrangements 

The  1966  law  contains  several  broad  provisions  relating  to 
pooling  arrangements. 

Many  pooling  operations  call  for  the  cooperative  to  account 
to  its  producers  for  their  commodities  from  the  time  of  receipt 
to  final  disposition.  The  identity  of  the  product  with  the  pro- 
ducer generally  remains  intact  and  the  pool  may  not  be  closed 
until  the  products  are  finally  disposed  of. 

At  the  end  of  a  taxable  year,  therefore,  several  pools  may  still 
remain  open.  When  the  pools  are  closed,  the  net  sales  returns 
from  marketing  all  members'  products  within  a  given  group 
are  combined  and  averaged.  The  total  payment  to  producers 
within  the  group  is  made  on  the  same  basis  as  all  others,  after 
taking  into  account  quality  and  grade  differentials  and  after 
deducting  advances. 

The  1966  law  recognizes  that  patronage,  or  the  turning  over 
to  a  cooperative  of  products  for  the  purpose  of  marketing,  is 
considered  to  take  place  during  the  taxable  year  of  the  coopera- 
tive in  which  the  pool  closes.  If  a  pool  is  closed  2  years  after 
delivery  of  the  product,  then  patronage  is  said  to  have  occurred 
during  the  second  year,  even  though  actual  delivery  to  the 
cooperative  may  have  taken  place  24  months  earlier. 

Some  cooperatives  may  want  to  consider  their  marketing 
functions  as  taking  place  dtiring  any  of  the  taxable  years  a  pool 
is  open.  The  1966  amendments  give  cooperatives  some  flexi- 
bility in  timing  the  issuance  of  retain  certificates  for  products 
marketed  under  a  pooling  arrangement. 

If  a  pool  is  open  2  years,  for  example,  the  cooperative  may 
issue  its  certificates  during  a  period  beginning  at  any  time  dur- 
ing the  2-year  period  the  pool  is  open  and  ending  with  the 
15th  day  of  the  ninth  month  following  the  close  of  the  tax- 
able year  in  which  the  pool  closes.  The  cooperative  gets  the 
deduction  or  exclusion  in  the  year  its  qualified  certificates  are 
issued. 

A  technical  amendment  added  to  the  Tax  Reform  Act  of 
1969  by  the  Senate  Finance  Committee  "^^  was  approved,  accord- 

240  -jT^j^jg  amendment  became  section  911  of  the  Tax  Reform  Act  of  1969, 
Pub.  L.  91—172,  approved  December  30,  1969,  and  changed  sections 
1382(b)(3)  and  1388(f)  of  the  Code.  The  amendments  made  by  section 
911  of  the  Act  apply  to  per-unit  retain  allocations  made  after  October  9, 
1969.  Sec.  911  (c)  of  the  Act. 
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ing  to  the  Committee's  press  release  of  October  17,  lOGO,  '"ta 
allow  cooperatives  8i/4  months  after  the  close  of  the  year  to 
make  cash  payments  of  per-unit  retain  allocations  and  deduct 
them,  thus  conforming  to  the  period  presently  allowable  in  the 
case  of  non-cash  allocations." 

The  Conference  Committee  appro\ed  and  explained  the 
change  saying  that  it  "provides  that  a  cooperative  can  deduct  or 
exclude  from  gross  income  per  unit  retain  allocations  whether 
they  are  paid  in  qualified  per  unit  retain  certificates  (as  under 
existing  law)  or  whether  they  are  paid  in  money  (or  other 
property)  ."^^^  The  enactment  of  this  amendment  removes  a 
major  problem  that  confronted  cooperatives  following  the 
issuance  of  a  series  of  three  revenue  rulings  ^^^  on  pooling 
arrangements.  These  rulings  deal,  in  general,  with  pools  closed 
before  the  products  are  disposed  of  and  the  valuation  of  unsold 
inventories. 

The  1969  change  in  the  law  clearly  allows  a  cooperative  a 
deduction  for  pool  sale  proceeds  undistributed  at  the  end  of 
its  tax  year  but  thereafter  paid  out  in  cash  during  the  payment 
period  for  that  year.  Cash  payments  during  the  statutory  pay- 
ment period  would  appear  to  be  deductible  by  the  cooperative 
without  the  necessity  of  any  bylaw  or  individual  consent  agree- 
ment from  the  patrons.  There  is  some  question,  however, 
whether  the  new  legislation  clears  up  one  of  the  problems  under 
the  rulings — namely,  a  requirement  that  unsold  inventories  be 
valued  at  cost.^*^ 

Effect  of  Not  Qualifying 

A  cooperative  may  deliberately  choose  not  to  comply  with  the 
law  or  inadvertently  fail  to  do  so.  In  either  event,  its  retain 
certificates  would  not  qualify  and  the  cooperative  would  incur 
a  corporate  income  tax  liability.  The  tax  liability  arises  because 
its  per-unit  retains  would  not  be  allowable  deductions,  exclu- 
sions, or  "cost  of  goods  sold"  items,  in  computing  gross  income 
for  Federal  income  tax  purposes. 

A  deduction  is  available,  however,  in  the  year  a  "timely 
issued"   nonqualified  certificate   is  redeemed  in  cash.   To  be 

241  H.R.  Rep.  No.  91-782,  91st  Cong.,  1st  sess.,  336  (1969),  Conference 
Report  to  Accompany  H.R.  13270. 

242  Rev.  Rul.  67-333.  1967-2  Cum.  Bull.  299  (Oct.  2,  1967);  Rev.  Rul. 
69-67,  1969-1  Cum.  Bull.  142  (Feb.  17,  1969) ;  and  Rev.  Rul.  69-71.  1969- 
1  Cum.  Bull.  207  (Yeh.  17,  1969).  For  an  analysis  of  these  rulings  see 
Estes.  The  Cooperative  Pooling  Rulings,  Cooperative  Accountant,  Summer 
1969,3. 

243  Rev.  Rul.  69-67,  1969-1  Cum.  Bull.  142. 
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''timely  issued"  a  nonqualified  certificate  would  have  to  be 
issued  within  8I/2  months  after  the  close  of  the  cooperative's 
tax  year  during  which  the  marketing  occurred.  If  a  deduction 
cannot  be  utilized  in  the  year  redeemed  because  the  cooperative 
otherwise  had  no  taxable  income  in  that  year,  a  tax  refund  may 
be  available  for  the  year  in  which  the  nonqualified  certificate 
was  issued. 

A  cooperative  that  relies  solely  on  individual  written  consent 
agreements  to  qualify  its  retain  certificates  may  sometimes  fail 
to  obtain  agreements  from  all  patrons.  In  such  a  case,  the  coop- 
erative's current  retain  deductions  for  tax  purposes  would  be 
limited  to  the  face  amount  of  its  qualified  certificates.  As  pre- 
viously indicated,  a  cooperative  gets  no  current  deduction 
when  it  issues  nonqualified  certificates. 

Validity  of  Existing  Consents 

Many  cooperatives  obtained  individual  written  consents  or 
adopted  bylaw  provisions  to  comply  with  Treasury's  October 
1965  regulations.  Enactment  of  the  1966  amendments  raised 
questions  as  to  what  action,  if  any,  they  needed  to  take  to 
comply  with  the  new  law. 

Written  Consents. — A  written  consent  agreement  obtained 
under  the  October  1965  regulations  would  continue  in  effect 
and  no  new  agreement  would  be  necessary  if  the  following 
conditions  were  met: 

1.  The  agreement  clearly  provided  that  the  patron 
agreed  to  treat  the  stated  dollar  amount  of  all  per-unit 
retain  certificates  issued  to  him  as  cash  distributions  which 
he  had  reinvested  in  the  cooperative.  (The  October  1965 
regulations  called  for  an  individual  consent  expressed  in 
these  terms.) 

2.  The  patron  could  revoke  the  written  agreement  at 
any  time  after  the  close  of  the  taxable  year  in  which  it  was 
made. 

3.  It  was  effective  during  the  period  between  October 
15,  1965,  and  November  13,  1966. 

4.  It  was  effective  on  November  13,  1966,  and  the 
patron  had  not  given  the  cooperative  a  written  notice  of 
revocation. 

Bylaw  Consent. — In  the  case  of  a  bylaw  consent  agreement 
adopted  under  the  October  1965  regulations  and  in  effect  on 
November  13,  1966,  the  1966  law  provides  that  it  will  be  effec- 
tive as  a  basis  for  issuing  qualified  per-unit  retain  certificates 
only  for  taxable  years  of  cooperatives  that  began  before  May  1, 
1967. 
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If  a  cooperative  adopted  its  bylaw  consent  under  the  Octo- 
ber 1965  regidations  (before  November  13,  lOfiG)  and  its  tax- 
able year  began  on  April  1,  1967,  the  bylaw  would  be  effective 
through  March  31,  1968,  as  a  basis  for  issuing  (pialified  per- 
unit  retain  certificates.  Thereafter,  a  new  bylaw  would  have  to 
be  adopted. 

Cooperatives  having  taxable  years  beginning  on  and  after 
May  1,  1967,  had  to  adopt  a  new  bylaw  consent  provision  before 
any  patronage  or  marketing  occurred  as  a  basis  for  isstiing 
qualified  certificates. 

Tax  Treatment  for  Prior  Years'  Retains 

The  1966  law^  applies  to  per-unit  retains  made  during  tax- 
able years  of  cooperatives  that  begin  after  April  30,  1966.  Inter- 
nal Revenue  Service  Technical  Information  Release  775,  Octo- 
ber 15,  1965,  and  a  subsequent  Revenue  Procedure  ^^"^  provides 
certain  guidelines  for  the  tax  treatment  of  per-unit  retain  cer- 
tificates issued  with  respect  to  products  marketed  for  patrons 
during  a  tax  year  beginning  before  May  1,  1966. 

These  guidelines  state  that  the  Internal  Revenue  Service  wall 
accept  a  cooperative's  treatment  of  such  per-unit  retain  certifi- 
cates if  this  treatment  is  consistent  with  the  general  principles 
contained  in  sections  1.522-1  through  1.522-3  of  the  Income 
Tax  Regidations,  relating  to  amounts  allocated  by  cooperatives 
on  a  patronage  basis. 

Thus,  "pre-May  1,  1966,"  per-unit  retain  certificates  dis- 
closing to  patrons  the  face  amoimt  of  retains  issued  in  accord- 
ance with  a  preexisting  mandatory  agreement  and  within  8I/2 
months  after  the  close  of  the  taxable  year  would  seem  to  meet 
the  guidelines.  If  the  cooperative  excluded  from  its  gross  in- 
come or  added  the  face  amount  of  its  retain  certificates  to  "its 
cost  of  goods  sold,"  the  Internal  Revenue  Service  should  not 
object. 

Tax  treatment  of  "pre-May  1,  1966,"  per-unit  retains  at  the 
patron  level  was  not  mentioned  in  these  first  guidelines.  In 
Revenue  Ruling  68-236,^^^  however,  the  Service  makes  it  clear 
that  with  respect  to  per-imit  retain  certificates  issued  in  con- 
nection with  products  delivered  in  taxable  years  of  the  coopera- 
tive beginning  before  May  1,  1966,  only  the  fair  market  value 
of  the  certificate  at  the  time  of  receipt  is  to  be  included  in  the 
patron's  gross  income. 


244  Rev.  Proc.  66-45.  1966-2  Cum.  Bull.  1254. 

245  1968-1  Cum.  Bull.  382.  based  on  Technical  Information  Release  953, 
dated  January-  3,  1968. 
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If  the  certificate  had  no  fair  market  value  at  the  time  of 
receipt,  the  patron  need  not  include  it  in  gross  income  for  the 
year  received.  The  patron  would  report  the  amount  received 
when  the  certificate  is  redeemed,  sold,  or  otherwise  disposed  of. 

Summary  of  Alternatives  Available    ^ 

Cooperatives  and  their  patrons  are  subject  to  Federal  income 
taxes.  They  are  not  tax  exempt  as  so  many  seem  to  believe. 

Today's  Federal  tax  law  preserves  the  principle  of  a  single, 
current  tax  on  income  produced  through  farmers'  and  other 
cooperatives,  provided  they  meet  these  conditions: 

•  Adhere  to  strict  requirements  as  to  the  form  in  which 
they  handle  and  distribute  capital  retains  and  patronage 
refunds. 

•  Make  distributions  within  the  prescribed  time. 

In  complying  with  the  tax  law,  a  number  of  alternative 
choices  are  available. 

Choice  1.  The  recent  amendments  to  the  law  applying  to 
cooperatives  do  not  repeal  or  modify  in  any  way  the  require- 
ments of  section  521  of  the  Internal  Revenue  Code  of  1954 
relating  to  farmer  cooperatives.  If  they  can  comply  with  its 
terms  they  are  entitled  to  two  deductions  in  addition  to  those 
allowed  other  corporations: 

1.  Amounts  paid  as  dividends  during  the  taxable  year 
on  capital  stock  (which  has  been  construed  to  include  any 
form  of  return  on  all  genuine  capital  interests)  . 

2.  Amounts  of  nonpatronage  income  (such  as  income 
on  business  with  the  United  States,  rents,  and  interest)  paid 
on  a  patronage  basis  to  patrons,  if  distribtited  within 
8]/^  months  after  the  year  in  which  they  were  derived. 

Thus  the  first  choice  a  farmer  cooperative  has  is  whether  to 
operate  in  compliance  with  the  requirements  of  section  521. 
If  the  cooperative  does  operate  under  its  rigid  requirements, 
it  would  not  have  to  pay  taxes  on:  (1)  The  part  of  its  margins 
devoted  to  a  return  on  capital  interests  and  (2)  the  part  arising 
from  nonpatronage  activities,  including  business  done  with  or 
for  the  United  States  provided  it  is  allocated  to  its  patrons. 

If  the  cooperative  decides  not  to  qualify  under  the  require- 
ments of  section  521,  the  cooperative  will  pay  taxes  at  regular 
corporate  rates  on  this  part  of  its  net  margins  even  though 
allocated. 
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Choice  2.  The  next  choice  relates  to  the  form  and  time  in 
which  a  cooperative  pays  its  patronage  refunds.  For,  to  empha- 
size again  it  is  the  form  and  timing  of  refunds  which  determine 
their  tax  treatment  under  the  law,  at  both  the  cooperative  level 
and,  in  the  main,  at  the  patron  level. 

The  law  lays  do^vn  precise  and  strict  rules  which  coopera- 
tives (including  farmer  cooperatives  that  cjualify  under  section 
521  of  the  Code)  must  follow  before  they  may  use  patronage 
refunds  to  reduce  their  gross  income  for  tax  purposes. 

First,  the  refund  must  meet  the  definition  of  a  "patronage 
dividend"  set  forth  in  the  statute.  This  means  that  the  refimd 
must  be: 

1 .  Computed  on  the  basis  of  quantity  or  value  of  busi- 
ness done  with  or  for  the  patron; 

2.  Made  pursuant  to  a  preexisting  written  obligation 
of  the  cooperative;  and 

3.  Determined  by  reference  to  the  "net  earnings"  of 
the  organization  from  business  done  with  or  for  patrons. 

(This  excludes  true  "capital  retains"  from  sales  proceeds.) 

In  1966,  however,  the  law  was  amended  to  provide  similar 
treatment  for  capital  retains.  In  general,  these  are  amounts 
allocated  to  patrons  without  reference  to  "net  earnings." 

Second,  the  refund  or  capital  retain  must  be  paid  in  cash, 
property  of  a  kind  on  which  a  current  value  can  be  placed,  or 
in  w^hat  the  statute  calls  "qualified  written  notices  of  alloca- 
tion," or,  in  the  case  of  capital  retains,  "qualified  per-iniit 
retain  certificates." 

Third,  the  refund  or  capital  retain  must  be  "paid"  within 
8 1/2  months  following  the  close  of  the  cooperative's  fiscal  year. 
(The  statute  calls  the  12-month  fiscal  year  plus  this  81/9 
months  period  the  cooperative's  "payment  period.") 

Choice  3.  A  third  choice  is  in  qualifying  the  "written 
notices"  or  "certificates."  To  be  "qualified"  they  must  meet 
the  following  requirements: 

1.  They  must  be  in  the  form  of  a  document  that  dis- 
closes the  amount  of  the  allocation  and  the  portion  thereof 
which  is  a  patronage  refund  or  capital  retain  (as  compared 
to  distributions  of  nonpatronage  income)  ; 

2.  At  least  20  percent  of  the  patronage  refimd  must  be 
paid  in  cash.  No  20  percent  cash  payment  is  required  to 
"qualify"  capital  retains. 

At  this  juncture,  however,  the  cooperative  can  choose  be- 
tween making  refunds  under  circumstances  in  which  it  has  a 
form  of  patron's  consent,  or  in  a  form  redeemable  in  cash  by 
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the  patron  within  a  period  of  90  days  following  the  date  of 
issuance. 

Choice  4.  If  the  cooperative  elects  to  get  a  form  of  patron's 
consent,  it  again  has  choices — three  to  be  exact: 

1.  Individual  patrons  written  consent.  This  form  of 
consent  must  be  given  to  the  cooperative  before  the  end  of 
the  year  in  which  the  patronage  occurs.  It  applies  to  all 
patronage  in  that  year.  It  also  covers  patronage  in  subse- 
quent taxable  years  until  a  written  revocation  becomes 
effective. 

A  revocation  of  individual  written  consent  is  effective 
only  on  patronage  occurring  after  the  close  of  the  coopera- 
tive's taxable  year  in  which  it  is  given. 

2.  Bylaw  consent.  The  patron  may  consent  by  obtaining 
or  retaining  membership  in  a  cooperative  with  a  bylaw  that 
sets  forth  the  required  members'  agreement  to  take  quali- 
fied written  notices  of  allocation  or  per-unit  retain  certifi- 
cates into  account  currently  in  computing  their  Federal 
income  tax  liability. 

The  bylaw  must  have  been  adopted  after  October  16, 
1962  (November  13,  1966,  in  the  case  of  capital  retains) , 
and  it  must  clearly  set  forth  this  consent  agreement.  The 
consent  under  this  method  becomes  effective  only  on 
patronage  occurring  after  each  patron  receives  a  written 
notification  of  the  adoption  of  the  bylaw  that  explains 
its  significance.  A  copy  of  the  bylaw  must  accompany  the 
notification. 

Mailing  this  material  by  ordinary  mail  to  the  patron's 
last  known  address  is  permitted.  New  members  must  have 
this  material  before  becoming  members.  Termination 
of  membership  or  repeal  of  the  bylaw  terminates  this  form 
of  consent. 

3.  Consent  by  qualified  check.  If  neither  of  the  first  two 
methods  is  used,  a  patron  may  consent  by  endorsing  and 
cashing  a  check  or  other  instrument  redeemable  in  money 
that  represents  at  least  20  percent  of  the  total  patronage 
refund,  and  has  clearly  imprinted  on  it  that  endorsing 
and  cashing  it  will  constitute  such  consent.  (The  qualified 
check  consent  does  not  apply  to  capital  retains.) 

This  endorsement  and  cashing  must  take  place  within 
90  days  following  the  end  of  the  cooperative's  payment 
period  (see  definition  previously  given)  to  constitute  a 
valid  consent. 

This  latter  method  is  a  "one  shot"  deal,  applying  only 
to  the  patronage  refund  of  which  the  check  is  a  part. 
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Choice  5.  Implicit  in  choice  3  is  the  alternative  to  pay  some 
or  all  patronage  refunds  or  capital  retains  in  nonqualified  form. 
A  cooperative  may  deliberately  elect  to  do  this  simply  by  fail- 
ing to  comply  with  one  or  all  of  the  requirements  as  to  form 
of  the  allocation.  In  this  event,  it  incurs  a  current  tax  liability 
since  it  gets  no  current  deduction  or  exclusion.  A  deduction  is 
available,  however,  when  the  nonqualified  allocation  or  per- 
unit  retain  certificate  is  redeemed  in  cash.  If  a  deduction  can- 
not be  utilized,  a  refimd  of  tax  paid  is  available. 

Under  the  Treasury  regulations  (28  Fed.  Reg.  3152),  a 
section  521  cooperative,  without  losing  its  status,  has  two 
further  choices: 

1.  It  may  pay  patronage  refunds  or  capital  retains  of 
less  than  S5  in  nonqualified  form  even  to  consenting 
members;  or 

2.  If  it  issues,  to  nonconsenting  patrons,  nonqualified 
patronage  allocations  or  nonqualified  per-unit  retain  cer- 
tificates which  are  interest  bearing  or  in  the  form  of  divi- 
dend paying  stock,  it  may  make  deductions  (reasonable 
in  relation  to  the  fact  that  it  receives  no  tax  benefit  on 
such  allocations  until  redemption)  in  the  interest  or 
dividends  paid. 

The  foregoing  summary  emphasizes  the  strict  rules  that  must 
be  followed  and,  at  the  same  time,  shows  that  there  is  a  certain 
amount  of  flexibility  in  the  Code  provisions.  Cooperatives 
in  considering  matters  of  taxation,  as  all  businesses  must  do, 
have  alternative  methods  of  operation  under  the  tax  laws. 
Each  cooperative  must  determine  the  courses  that  best  fit  the 
particular  needs  of  its  members  and  patrons. 

Corporations  Organized  to 
Finance  Crop  Operations 

Paragraph  (16)  of  section  501  (c)  of  the  Internal  Revenue 
Code  of  1954  provides  for  exemption  from  Federal  income 
tax  of  certain  corporations  set  up  for  the  purpose  of  financing 
crop  operations  by  organizations  which  qualify  under  section 
521.  It  reads  as  follows: 

(16)  Corporations  organized  by  an  association  subject 
to  part  IV  of  this  subchapter  or  members  thereof,  for  the 
purpose  of  financing  the  ordinary  crop  operations  of  such 
members  or  other  producers,  and  operated  in  conjunction 
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with  such  association.  Exemption  shall  not  be  denied  any 
such  corporation  because  it  has  capital  stock,  if  the  divi- 
dend rate  of  such  stock  is  fixed  at  not  to  exceed  the  legal 
rate  of  interest  in  the  State  of  incorporation  or  8  percent 
per  annum,  whichever  is  greater,  on  the  value  of  the  con- 
sideration for  which  the  stock  was  issued,  and  if  substan- 
tially all  such  stock  (other  than  nonvoting  preferred  stock, 
the  owners  of  which  are  not  entitled  or  permitted  to  partici- 
pate, directly  or  indirectly,  in  the  profits  of  the  corpora- 
tion, on  dissolution  or  otherwise,  beyond  the  fixed 
dividends)  is  owned  by  such  association,  or  members 
thereof;  nor  shall  exemption  be  denied  any  such  corpora- 
tion because  there  is  accumulated  and  maintained  by  it 
a  reserve  required  by  State  law  or  a  reasonable  reserve  for 
any  necessary  purpose. 

A  corporation  that  financed  crop  operations  of  members  and 
other  fruit  producers  did  not  qualify  under  this  section.^^^  It 
was  foimd  by  the  court  that  the  corporation  was  not  organized 
by  an  exempt  cooperative  or  the  members  thereof.  The  court 
said  it  was  clear  that  the  purpose  of  the  paragraph  was  to 
extend  exempt  status  to  "financial  auxiliaries  of  exempt  coop- 
eratives," and  for  a  crop  financing  corporation  to  be  exempt, 
"it  must  be  organized  by  and  operated  in  conjunction  with  and 
for  the  benefit  of"  an  exempt  association  or  its  members. 

Mutual  Insurance  Companies 
or  Associations 

Farmers'  mutual  insurance  companies  or  associations  meeting 
the  provisions  set  forth  in  paragraph  (15)  of  section  501  (c)  of 
the  Internal  Revenue  Code  of  1954  may  qualify  for  exemption. 
The  paragraph  reads  as  follows: 

(15)  Mutual  insurance  companies  or  associations  other 
than  life  or  marine  (including  interinsurers  and  reciprocal 
underwriters)  if  the  gross  amount  received  during  the 
taxable  year  from  the  items  described  in  section  822  (b) 
(other  than  paragraph  (1)  (D)  thereof)  and  premiums 
(including  deposits  and  assessments)  does  not  exceed 
$150,000. 


^"^^  Growers  Credit  Corporation,  33  T.C.  981   (1960), 
92 


Revenue  Ruling  67-80^^^  holds  that  in  determining  the 
gross  amount  received  during  the  taxable  year  for  the  purposes 
of  the  limitation  provided  in  section  501  (c)  (15)  of  the  Code, 
premiums  written  or  received  on  insurance  contracts  during 
the  taxable  year  are  to  be  taken  into  accoimt  without  deduction 
for  amounts  paid  or  incurred  for  reinsurance  or  for  return 
premiums. 


247  1967-1  Cum.  Bull.  143. 
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